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STANDARD 
FEDERAL 


TAX REPORTS 7. = 
New law? Old law? Speed? Accuracy? Convenience? : * 2 
Completeness? Whatever the need, whatever the question— 
if it involves federal taxes for revenue, the accepted 


reporter of the federal tax specialist, the first choice of the man 
“who must have everything” is STANDARD FEDERAL TAX REPORTS. 


Whether they represent tax payer or tax collector, on 
whichever side of the tax fence they stand—Tax Men all 
endorse “Standard Reports” in use, collect real dividends 
from its breadth of coverage, official and explanatory, its 

dependability, and its down-to-earth practical values. 


For the “Standard Reports” subscription plan brings 
subscribers up to date immediately and keeps them up to date 
continuously. Its swift, detailed, informative weekly issues blanket the field of federal 
taxation most important to business and its tax counsel—reporting week by week the latest 
development in pertinent law or regulation, interpretation or ruling or court decision— 
the newest return, report, or form—all enriched and illuminated by editorial sidelights 
ond plain English explanations. 
Accordingly, STANDARD FEDERAL TAX REPORTS subscribers always have the facts, always 


know just what to do—and why and how to do it! 
WRITE FOR COMPLETE DETAILS 


COMMERCE; CLEARING; HOUSE, ING,, 


PUBLISHERS OF TOPICAL LAW REPORTS 
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When the Business Doctor 


makes a diagnosis... 


Themanagement engineer figuratively 
raises the roof...examines the workings 
of the company, appraises both physical 
and personal assets, makes an analysis 
and comprehensive study on which he 
bases all his recommendations. To the 
assignment he brings an unprejudiced, 
outside point of view, the full benefits of 
experience, the services of specialists. 
His first requirement is a full set of facts 
..»A lack of information is invariably a 
symptom of corporate anemia, and poor 
circulation of information indicative of 


business ill health... So many manage- 





ment engineers make McBee their first 
prescription—not only for immediate 
needs but for the firm’s future welfare. 


Ove business is making essential 
business facts available faster. McBee 
methods and products are practical, 
easy to use, efficient... custom designed 
and especially adapted to your business 
...tend to cut non-productive expense 
and overhead... and enable executives 
to make sound decisions promptly, 
saving undue worry and time. For 
full information, call the nearest office. 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEYSORT 
295 Madison Avenue, New York 17,N.Y... Offices in principal cities 
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Two ways your face can grow 
in the next few years 


Tea our faces show what’s happening everything you earn... that those dollars you 
to us. save are busy earning extra dollars for you... 
that you have a nest egg and an emergency 
fund. 


Naturally, your face will show that, too. 


For instance, suppose financial matters are 
constantly on your mind. 


Suppose you know that there’s practically 


no cash reserve between you and trouble. There’s a simple and pretty accurate way to 


tell which way your face is going to go in the 


It would be surprising if your face didn’t next few years: 


show it. ‘ 
If you are buying, regularly, and holding as 


But suppose that, on the contrary, you’ve many U. S. Savings Bonds as you can, you 
managed to get yourself on a pretty sound needn’t worry 


financial basis. Your face will be among the ones that wear 


Suppose that you’re putting aside part of a smile. 


Buy all the Bonds you can... keep all the Bonds you buy / 


THE NEW YORK STATE SOCIETY OF 
CERTIFIED PUBLIC ACCOUNTANTS 


This is an official U. S. Treasury advertisement—prepared under auspices 
of Treasury Department and War Advertising Council 
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AVOID PAYROLL HEADACHES: 
1946 


WITHHOLDING TIME 
SAVER CHARTS 


For Weekly and Monthly Payrolls 
Dual Purpose Chart 50¢ 


Our new handy 9 x 12 chart shows all official 
weekly and monthly withholding amounts for 
1946. It is unique in combining withholding 
rates for both periods on one card. Presented 
in the same attractive, readable form and on 
the same quality stock as our famous 1943 
and 1945 Tax-and-Time Saver Charts. 


Single copies, 50¢— 
5 for $2.00 (with order) 


Particularly effective with complimentary 
imprint, for good will distribution by account- 
ants, associations and banks. 

Non-inflammable Celluloid Holders 
50¢ each ——- 5 for $2.00 


TAX PUBLICATIONS 
COMPANY 
53 State Street, Boston 9, Mass. 
Publishers of Pocket-size Tax Digests 


(for informational service to employees, 
customers and prospects— 
samples free) 








Subscription 
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‘Binding 
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When the magazines constituting the volume are supplied by the 
subscriber the binding charge is $2. Each bound volume includes 


twelve issues. 


Bound in brown fabric with title, dates and volume number 
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ACCOUNTING MACHINES 


“‘HAND-TAILORED’’ To Your Specifications 





The accounting machine you buy at the Addressing 
Machine & Equipment Co. is rebuilt to your specific 
requirements—with appropriate registers and other 
details necessary for the efficient operation of your 
accounting system. 


Our Systems and Methods representatives—each an 
expert in his own field—will be glad to work with you 
in recommending the most efficient system for your 
client. 


ADDRESSING MACHINE & EQUIPMENT CO. 


326 BROADWAY . NEW YORK 7, N.Y. ° WO 2-5337 
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... till KARDEX VISIBLE CONTROL went to work! 





In these days, practically everybody is saying 
“Tet’s watch those fluctuating costs!” 

But HOW can you “watch” them—unless 
up-to-date data is conveniently available? 

Suiting action to a need that faces most 
business today, the Superior Foundry Com- 
pany of Cleveland called in a Remington 
Rand Systems Technician. A survey of their 
requirements followed. They installed a 
Kardex Visible System of Cost Control. 

This move centralized all desired cost in- 
formation on thousands of items in one com- 
pact record. It made the records simpler. 
They are easier to maintain with less clerical 
work. Most important, they contribute 
directly to real control of costs. 

Remington Rand Graph-A-Matic margi- 
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@ Tocontro! costs and price for profit, con- 
sider the experience of the Superior Foundry. 
Graph-A-Matic Charting signals tell in a 
glance where they stand and what to do. 


nal signalling reveals in chart-like form the 
percentage above or below standard of all 
current production runs. 

Costs are easy to analyze, to define and to 
reduce. Prices can be confirmed or modified 
quickly and accurately, and production or- 
ganized for maximum efficiency. 


WANT MORE FACTS? “Cost Analysis for 
Profit Control” is a valuable survey that we 
will gladly lend you from our Research Data 
File. Ask our nearest Branch Office. 





SYSTEMS DIVISION 


REMINGTON RAND 


315 Fourth Ave., New York 10, N. Y. 


COPYRIGHT 3945 REMINGTON RANO INC. 
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USUALLY SHOW 


unis 
‘Bub’ should use 
the Pxtuting CALCULATOR 


An underpass made too low because of a figuring error! 

The Printing Calculator prevents such expensive mistakes. 
Accountants everywhere report that the Printing Calculator 
stops mistakes and saves time by simultaneously working, 
printing and proving their problems—as shown by the tape. 


The Printing Calculator takes the place 
of two ordinary machines: the 
adding machine that can’t calculate, 
and the calculator fhat can’t print. 
It is the ONLY machine that prints as it 
divides automatically, multiplies, adds and 
subtracts! 
Phone your Remington Rand office now, 
or write us at New York 10, N. Y., for the 
free booklet TOPS. 
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What The U. S. Tax Court Means to 
Every Taxpayer and Tax Practitioner 


By Hon. Boton B. TURNER 


This is an address which was given at the monthly meeting of the Society at the Waldorf- 


Astoria Hotel on November 19, 1945. 


NE of the first things which we, 

as children, learned in our study 
of American history was that the im- 
position of certain taxes was a con- 
tributing cause of the American Revo- 
lution. The colonists fiercely resented 
the burden of any taxes where they had 
no voice in their imposition, and when 
freedom was finally won the founding 
fathers saw to it that control over the 
imposition of taxes should, as nearly 
as possible, remain in the hands of the 
people, and to that end, wrote into 
the Constitution the provision that rev- 





Hon. Boron B. Turner is the 
Presiding Judge of the Tax Court of 
the United States, Washington, D. C. 
He graduated from the University of 
Arkansas and received the degrees 
of A.B., L.L.B. and L.L.M. from 
George Washington University. 
Prior to his present post, Judge 
Turner served as attorney in the 
office of the Secretary of the Treas- 
ury and also has served as attorney 
for the U. S. Board of Tax Appeals, 
the predecessor to the Tax Court of 
the United States. 
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enue measures must originate in the 
House of Representatives. It is inter- 
esting to note, however, that practically 
no restrictions were placed upon the 
collecting officer in his determination 
of the amount of the tax and the col- 
lection thereof. Locally, the house- 
holder lists his property for ad valorem 
tax purposes, and in many jurisdictions, 
except for the functioning of something 
in the nature of a Board of Equaliza- 
tion, he does not to this day have any 
alternative but to pay the tax charged 
against him. The same was true with 
respect to excises. It may be that this 
was true because the taxes were simple 
and direct, the ainount being largely a 
matter of mathematical computation, 
and there were therefore no serious 
complications such as we know today 
in the case of the income tax. On the 
other hand, I like to think and really 
do believe that it was because our 
statesmen and political leaders and the 
people generally accepted the proposi- 
tion that if the Government was to 
function the collection of taxes once 
imposed must not be impeded or hamp- 
ered by complicated procedure. 

It is true that from the beginning we 
have had some difficulties with taxpay- 
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ers or some who should have been tax- 
payers, but usually those difficulties 
have not been based on differences be- 
tween the taxpayer and his Government 
with respect to the computation or de- 
termination of amount, but from op- 
position to the payment of any tax, or 
of a particular tax. To illustrate: Note 
the Whiskey Rebellion in Western 
Pennsylvania, immediately following 
the American Revolution; the smug- 
gling or attempt to smuggle articles 
past our Custom Officers; the difficul- 
ties between the people of the hills and 
mountains sections and the “revenoo- 
ers’, as they termed the Internal 
Revenue Officers ; and finally, the ever- 
present chiseler, who operates by omit- 
ting from his local assessment list as 
many items as he thinks may pass un- 
noticed. Once, however, the declara- 
tion was made, the determination of 
amount was wholly in the hands of the 
taxing authority and when the amount 
was determined, collection of the tax 
was permitted and effected by summary 
methods. It is true that in some in- 
stances the tax collector could be sued 
in person, but it was usually rather 
difficult to show that his actions were 
capricious or arbitrary to the extent 
necessary for recovery against him per- 
sonally and about the only chance the 
taxpayer normally had to recover any 
amount or any part paid as taxes was 
to move with sufficient speed to catch 
the money still in the hands of the col- 
lector and before it had been paid into 
the treasury. 

When the Sixteenth Amendment was 
adopted and the first of the Federal 
income tax statutes thereunder was en- 
acted, the situation with respect to the 
collection of Federal taxes was gener- 
ally this: The Commissioner, either on 
the basis of returns filed or upon such 
audits as were made, entered the 
amounts of tax upon assessment lists 
and certified them to the various collec- 
tors for collection. If the taxes so as- 
sessed were not paid on notice and 
demand they were usually collected 
under the warrants for distraint, or by 
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some other summary method. There 
was nothing the taxpayer could do but 
pay. It was provided, however, that if 
the tax was paid under protest a claim 
for refund could be filed and upon re- 
jection, or after the lapse of a specified 
period of time, suit for the recovery of 
the tax might be filed in the Court of 
Claims or in some instances in the Fed- 
eral district court. In tiie district courts 
suit was often-times against the collec- 
tor in person since in those cases an 
award of interest could sometimes be 


. had, the suits being bottomed on an 


alleged wrongful act of an individual, 
and not directly against the United 
States. They were for all practical pur- 
poses, however, suits against the United 
States since the statute provided that if 
the court certified that the act of col- 
lection by the collector was reasonable 
the amount of the judgment should be 
payable out of the treasury, and I may 
say that I have never heard of an in- 
stance wherein the court did not so 
certify. 

For a great number of years the ma- 
chinery so set up appeared to be ade- 
quate, and, so far as I have been able 
to determine, there was no serious agi- 
tation or really great need for revision 
until the time of or after the close of 
the first World War, when Congress 
had placed on the statute books the 
first of our very complicated and far 
reaching income tax statutes. As in 
recent years the war had necessitated 
the imposition and collection of greatly 
increased revenue and war production 
had to a substantial extent provided a 
source and means for obtaining that 
revenue. As a result, we not only found 
ourselves with a normal tax at a fixed 
rate on the income of individuals but a 
surtax at graduated rates, and in addi- 
tion to the flat rate tax imposed on the 
income of corporations a very compli- 
cated war profits and excess profits tax 
at graduated rates had also been im- 
posed, and from that time forward a 
third party, namely, the Commissioner 
of Internal Revenue, has, for all practi- 
cal purposes, been an interested party 
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in all business transactions of every in- 
dividual and corporation. At that time, 
however, even the concepts of what 
constituted income had not been too 
well settled, to say nothing of the mean- 
ing and applicability of the many new 
and complex provisions of the statute. 
To carry the heavy burden thus thrust 
upon it, the staff of the Commissioner 
was wholly inadequate both in number 
and experience and it soon developed 
that due to the competition of private 
business the Bureau of Internal Reve- 
nue was unable to hold within its ranks 
the more apt of the employees which 
it did have. The result was that even 
though Congress had allotted a period 
of five years within which returns 
might be audited and the taxes due 
thereunder might be determined and 
assessed the Bureau was unable to com- 
plete the job within the time allowed, 
and it was a normal thing to find a 
great number of the employees of the 
Income Tax Unit during the period of 
some three to six months prior to 
March 15 of any year spending most of 
their time in getting out requests to 
taxpayers whose returns had not been 
andited and in respect to which the 
period of limitation was about to run, 
asking those taxpayers to sign waivers 
agreeing to an extended period for the 
determination of the correct amount of 
the tax, and in making summary audits 
of the returns of those taxpayers who 
did not agree to file such waivers to the 
end that an adequate amount of tax 
might be assessed against and collected 
from such taxpayers, leaving the ulti- 
mate determination of the correct 
amount to later action, such action 
being usually taken either under claims 
in abatement or claims for refund. 


While that war did not so nearly ap- 
proach the state of total war as the one 
which is now being concluded, business 
and industry did have a substantial and 
difficult job of reconversion, and to fur- 
ther complicate the situation a business 
depression occurred in 1920. Being in- 
experienced in the matter of making 
proper provision for the contingency 
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of further liability in respect of the in- 
come and war profits taxes which had 
been imposed upon them business men 
and firms were not generally fore- 
warned of the possibilities that they 
might be confronted before, during or 
after reconversion to peacetime pur- 
suits, with claims hy the Government 
that their income, war profits and ex- 
cess profits taxes for the war years had 
been substantially understated and un- 
derpaid. During the years 1921, 1922, 
1923 and 1924, those things were in 
inany instances suddenly brought to 
their attention in the form of notice and 
demand to pay very substantial addi- 
tional amounts of tax, and in many in- 
stances they either did not have the 
money with which to pay or it was so 
tied up in the business that payment 
might be well nigh disastrous. Busi- 
ness and Government leaders were all 
in agreement that something should be 
done. The result was the Board of Tax 
Appeals created by the Revenue Act of 
1924. The recommendation by the 
Committee on Ways and Means of the 
House of Representatives that a board 
to be known as the Board of Tax Ap- 
peals be created was stated in part as 
follows: 


The committee recommends the 
establishment of a Board of Tax Ap- 
peals to which a taxpayer may appeal 
prior to the payment of an additional 
assessment of income, excess-profits, 
war-profits, or estate taxes. * * * 
The right of appeal after payment of 
the tax is an incomplete remedy and 
does little to remove the hardship 
occasioned by an incorrect assess- 
ment. The payment of a large addi- 
tional tax on income received several 
years previous and which may have, 
since its receipt, been either wiped 
out by subsesquent losses, invested in 
nonliquid assets, or spent, sometimes 
forces taxpayers into bankruptcy, 
and often causes great financial hard- 
ship and sacrifice. These results are 
are not remedied by permitting the 
taxpayer to sue for the recovery of 
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the tax after this payment. He is en- 
titled to an appeal and to a deter- 
mination of his liability for the tax 
prior to its payment. 


* * Xx 


Under the provisions of the pro- 
posed bill creating a Board of Tax 
Appeals the taxpayer may, prior to 
the payment of the additional assess- 
ment of income, war-profits, excess- 
profits, or estate taxes, appeal to the 
Board of Tax Appeals and secure an 
impartial and disinterested determi- 
nation of the issues involved. In the 
consideration of the appeal both the 
Government and the taxpayer will 
appear before the Board to present 
their cases, with the result that each 
member of the Board will sit soley as 
judge and not as both judge and 
advocate. * * * The divisions of the 
Board will sit locally throughout the 
United States to enable taxpayers to 
argue their cases with as little incon- 
venience and expense as is practi- 
cable. 


In creating the Board, Congress lim- 
ited its jurisdiction to additional 
amounts of tax, or deficiencies in tax, 
as such amounts were termed, deter- 
mined by the Commissioner of Internal 
Revenue upon audits of the returns. 
If a taxpayer filed an appeal from the 
Commissioner’s determination with the 
Board within the time prescribed by 
statute, assessment and collection of the 
tax by the Commissioner was barred 
until the Board’s determination was 
made, except in cases where the Com- 
missioner was of the belief that the 
assessment and collection of the defi- 
ciency might be jeopardized by delay, 
in which case he could proceed immedi- 
ately with the collection. With its 
jurisdiction so defined, and armed with 
the provision that its proceedings 
should be conducted in accordance with 
such rules of evidence and procedure 
as the Board itself might prescribe, the 
Board of Tax Appeals set about doing 
the work for which it had been created. 
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Its first job was to determine the 
form in which the so-called appeals 
should be filed and the procedure to 
be followed. Since both the Govern- 
ment and the taxpayer were to appear 
and present their cases, and the mem- 
bers of the Board were to sit solelv as 
judges, it was concluded that pleadings 
should be filed which would set and 
limit the issue for consideration to the 
precise questions in respect of which 
there was a difference or dispute be- 
tween the parties. Otherwise much 
time might well be consumed with 
matters on which there was no dispute, 
and it might soon appear that the Board 
would not be able to handle the volume 
of business which would come before it. 

t is thus to be seen that the Board of 
Tax Appeals, in its inception and in its 
early functioning, was a grand ex- 
periment. 

That the need for such an experi- 
ment was very real to the taxpayer, 
however, is indicated by the fact that 
in slightly more than two years time 
more than 8,000 cases had been filed, 
involving deficiencies in tax aggregat- 
ing $134,000,000. The Board had in 
that period—at first with a member- 
ship of 12, and later of 16—disposed of 
some 3,600 of these cases, and its 
opinions, which filled four volumes of 
in excess of 1,200 pages each, had 
done much to settle many troublesome 
questions which had arisen as to the 
meaning and applicability of numerous 
provisions of the revenue statutes. It 
was in this situation that the Board 
of Tax Appeals, now the Tax Court, 
was constituted in its present form. 

In proposing the new legislation, the 
Committee on Ways and Means in its 
report to the House of Representatives, 
said: ‘The provisions of the Revenue 


‘Act of 1924 creating the Board of Tax 


Appeals are continued in force with 
numerous amendments. The Board 
constitutes an imparital tribunal of ex- 
perts, independent of the Treasury De- 
partment, readily available for the de- 
termination of tax liabilities as between 
the Government and the taxpayer. The 
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work of the Board has been uniformly 
praised by taxpayers, tax attorneys, 
and the Treasury Department. Repre- 
sentatives of the American Bar Asso- 
ciation informed the committee that 
the Board functions speedily and defi- 
nitely, is untrammeled by questions of 
administrative expedience, and _ ren- 
ders decisions that are uniformly in- 
dependent.” Although by language of 
the statute enacted—The Revenue Act 
of 1926—the Board of Tax Appeals 
was continued “as an independent 
agency in the Executive Branch of the 
Government,” it was in reality fitted 
into the judiciary, along side of the 
various Federal District Courts. It was 
provided that a taxpayer desiring a 
judicial determination of his tax lia- 
bility must, upon the receipt of a notice 
of deficiency, make his election to pro- 
ceed either through the Board of Tax 
Appeals prior to payment, or through 
the Court of Claims or the Federal 
District Courts, under the old method 
of first paying the tax, filing his claim 
for refund, and then suing to recover. 
He could not thereafter, as he had been 
able to do in the two years preceding, 
have the liability litigated first in the 
Board of Tax Appeals, and then, if 
the result did not suit, in the courts. 
It was provided, however, that upon 
petition by either the taxpayer or the 
Government the decision of the Board 
might be reviewed by the Circuit Court 
of Appeals for the circuit in which the 
taxpayer had filed his return, or, upon 
agreement, by Court of Appeals for the 
District of Columbia. The review in 
the Court of Appeals was to be wholly 
upon the record made before the Board 
and in making that record, it was pro- 
vided that the rules of evidence prevail- 
ing in the Courts of Equity in the Dis- 
trict of Columbia should be applied. 
The proceedings and determinations of 
the Board as judicial proceedings and 
determinations were thereby estab- 
lished by statute, as well as in fact. 

The Board continued to function as 
so constituted until 1942, when its name 
was changed to The Tax Court of the 
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United States, the title of each member 
was changed to that of Judge, and 
that of Charirhan to the Presiding 
Judge. Otherwise its form and method 
of transacting business continued as 
before. 

From the creation of the Board of 
Tax Appeals in 1924, down to and in- 
cluding October 31, 1945, 122,317 in- 
come, profits, estate and gift tax cases 
have been docketed, an average of 5,825 
per year, and during the same period, 
117,317 of these cases have been closed, 
leaving on October 31, 1945, an even 
5,000 of such cases pending before us. 
Digging further into the statistics, it 
occurred to me that it might be of 
interest to you to know, by way of com- 
parison, the gross deficiencies deter- 
mined by the Commissioner and the 
amount in dollars and cents allowed 
under the decisions of the Board and 
the Tax Court. I found, however, that 
our statistics had not been worked out 
in that respect on cases closed prior 
to July 1, 1927. From July 1, 1927, to 
October 31, 1945, we closed 110,660 
cases, in which the gross deficiencies 
determined by the Commisssioner had 
been $3,841,981,676.06, and as rede- 
termined pursuant to our findings of 
facts and opinions the said deficiencies 
had been reduced to $1,022,373,808.59. 
It thus appears that in dollars and cents 
the taxpayer has been the winner by a 
ratio of more than three to one. It 
might be well to state, however, that to 
some extent there were duplications 
in the amounts claimed by the Commis- 
sioner. To illustrate: The same tax 
is often set up against numerous trans- 
ferees, and even if the full amount is 
allowed upon decision of the Tax Court, 
the duplications are eliminated. There 
are also other comparable situations. 

You may also be interested in know- 
ing the character of dispositions of the 
various cases. Of the 110,660 cases 
mentioned, 25,540 were disposed of by 
written findings of fact and opinions, 
and this means that hearings were had 
in that number of docketed cases, and 
findings and opinions were reduced 
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to writing. 71,773 were disposed of 
pursuant to stipulation or agreement 
of the parties. 10,327 were dismissed 
for one reason or another; 545 cases 
are classified as miscellaneous; and 
2.475 were closed pursuant to man- 
dates of the various Circuit Courts of 
Appeals. The fact that 25,540 of the 
cases mentioned were disposed of by 
written findings and opinions does not 


mean, however, that many separate 
opinions were written. Consolidations 
are often effected for trial and the 


writing of findings of fact and opinions. 
The actual number of written findings 
of fact and opinions amounted to 
14,350. Of those, 3,832 were taken 
to the appellate courts, on which we 
were affirmed in 2,586 and reversed in 
818. 194 were modified in some re- 
spect, while 122 were disposed of by 
compromise between the parties. It 
thus appears that more than thirteen 
out of each fourteen cases decided by 
the Board and the Tax Court stand as 
decided. It may be stated here that 
examination of the Federal Reporter 
indicates that the tax cases decided by 
the District Courts and the Court of 
Claims are comparatively few in num- 
ber, and it may be reasonably said that 
the interpretation of the Federal tax 
statutes made by the Tax Court is in 
most instances accepted as settling its 
meaning and applicability, and there 
is no way of estimating with any degree 
of accuracy the thousands of cases 
closed pursuant to such interpretation 
in the Bureau and without appearance 
on our docket. 

3efore leaving the realm of statistics, 
I have another group of figures which 
may be of some interest to you. You 
may recall the statement read to you 
earlier from the 1924 report of the 
Committee on Ways and Means, to 
the effect that “The divisions of the 
Board will sit locally throughout the 
United States to enable taxpayers to 
argue their cases with as little expense 
and inconvenience as is practicable.” 
For more than 15 years now, the hear- 
ings in Washington have, with few ex- 
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ceptions, been limited to the cases origi- 
nating in Maryland, Virginia and the 
District of Columbia. Other cases are, 
for the convenience of the parties, lo- 
cally set and heard. To give you some 
indication of the amount of travel re- 
quired to be done by the 16 Judges, you 
might be interested in knowing that 
of the 122,317 cases filed from 1924 to 
October 31, 1945, only 3,706 originated 
in Maryland, Virginia and the District 
of Columbia. Here in New York, the 
Tax Court has its own court room, in 
the Grand Central Terminal Building, 
and from September through June of 
each year, some one of the Judges is 
conducting hearings approximately 
every other week. 

At this point it might be well to tell 
you just what happens to a case be- 
tween the time of trial and the promul- 
gation by the Court of its findings of 
fact and opinion. The case is heard and 
decided by the Division to which it is 
assigned, and each member of the Court 
is a Division, the authority and duty 
of assignment of cases being placed by 
statute in the Presiding Judge. Be- 
cause the statute requires written find- 
ings of fact, argument is made by briefs, 
and oral argument is seldom desired. 
60 to 90 days are usually allowed for 
the filing of briefs. Upon the filing of 
briefs, the Division which heard the 
case, after a study of the evidence of 
record and consideration of the argu- 
ments advanced by the parties, prepares 
his findings and decides the case. The 
findings and opinions of the Division, 
under the provisions of the statute, be- 
come the findings and opinion of the 
Court, unless within 30 days the Pre- 
siding Judge directs that the report of 
the Division be reviewed by the Court. 
As a consequence, the findings and 
opinion of each and every Division, in 
each case heard and decided, is reviewed 
by the Presiding Judge. This review 
serves two purposes: One is to make 
certain, in so far as it is possible, that 
the reports in all cases which deserve 
and merit the consideration of the en- 
tire Court are referred to the Court for 
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review, while the other is to see that 
the other Members are not required to 
take time from their own cases to study 
and consider the reports in cases which 
do not merit further consideration and 
review. If this were not done and the 
Members of the Court had to consider 
every case decided, we could not begin 
to hear and decide the great number 
of cases which come before us. By this 
procedure, conflicts in the decided cases 
are reduced toa minimum. Cases deal- 
ing with new principles receive the con- 
sideration of the Court as a whole, and 
not merely that of the Member deciding 
the case and of the Presiding Judge. 
While at the same time, purely fact 
cases, as well as cases which are clearly 
within the scope of cases already de- 
cided, are disposed of without the delay 
of review. Where the opinions are 
such that it is thought they may be of 
some value as precedents, thev are 
printed in our published reports. Where 
they present nothing new, or because 
of the peculiar state of the facts, or the 
character of the question involved, they 
are considered to be decisive of the in- 
stant case only, they are not published, 
but are released in memorandum form. 
In the 21 years of its existence, the 
Board, now the Tax Court, has promul- 
gated some 52 volumes of findings and 
opinions. 

Discussion of the subject of the func- 
tioning of the Tax Court should not be 
concluded without taking note of the 
part. played by the attorneys and tech- 
nical men representing the Commis- 
sioner of Internal Revenue. During 
the first few years of the existence of 
the Board of Tax Appeals, it was a very 
easy matter for the representatives of 
the Bureau to resolve all doubts for 
the Government, and leave the tax- 
payer to his remedy before the Board. 
It was equally apparent that many tax- 
payers did not make great efforts to 
settle their cases with the Bureau offi- 
cials, but stood firm on many conten- 
tions that might have been settled by 
negotiations, and, upon receipt of the 
Commissioner’s notice of. deficiency, 
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filed his petition with the Board. The 
result was that in spite of the efforts 
of the Members of the Board, the num- 
ber of undecided cases pending in May 
of 1928 had reached the figure of 
23,061. To help this situation, the 
Commissioner organized a staff or tech- 
nical men and gave them the authority 
and power to conclude the settlement 
of cases which were of such character 
that they should not occupy the time 
and attention of the Board. In or about 
1939, both the Technical Staff and the 
attorneys under the Chief Counsel for 
the Bureau of Internal Revenue were 
placed in offices in various of the lead- 
ing cities of the United States, where 
they could be in close contact with the 
taxpayers and their representatives, 
and it has been through the combined 
efforts of those men, the taxpayers and 
their counsel and the continued work of 
the members of the Tax Court that our 
docket has now been brought within 
the bounds of reason. 

We still have a difficult task ahead. 
Excess profits tax cases are now com- 
ing in in substantial numbers. We also 
have on our docket some 300 of the so- 
called renegotiation cases involving the 
determination of excessive profits under 
war contracts. In this latter group of 
cases and certain of the excess profits 
tax cases, our responsibility is, if that 
is possible, greater than in other cases, 
since in the cases mentioned our deci- 
sion is final and there is no review by 
an appellate court. Trial of the first of 
the renegotiation cases will take place 
here in New York, beginning Decem- 
ber 10. We are hopeful that we may be 
able to carry our load and keep reason- 
ably in step in our disposition of cases 
with the cases docketed. As to whether 
or not we will be successful will depend 
not only on our efforts, but on the co- 
operation and assistance given by the 
taxpayers and their representatives, as 
well as the technical men and attorneys 
for the Government. 

We well realize that. we have com- 
plicated statutes to deal with, to inter- 
pret and to apply, and that it is difficult, 
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oftentimes, to find the answer. Weare, 
however, living in difficult and compli- 
cated times, and it seems to me that I 
might at this point pass on to you a 
thought which has at numerous times 
been in my mind. Here it is. When 
the taxpayer and you who are his rep- 
resentatives, his lawyers, and the Tax 
Court and other tribunals begin to read 
the current provisions of the Internal 
Revenue Code and feel that they are so 
complicated, that they have become im- 
possible of understanding, we might 
well think back and realize that some 
from our number have in fact been re- 
sponsible to a very great extent for the 
complex state of those statutes. In 
some instances, undoubtedly, we of the 
Tax Court have not reasoned out our 
conclusions as well as we might have. 


Sometimes we have possibly drawn dis- 
tinctions which are altogether too re- 
fined. And in the case of taxpayers 
and their representatives, much of 
what we have has resulted from the 
efforts of the too clever lawyer or the 
too clever accountant in trying to figure 
out some way to avoid or beat the tax 
in a particular instance, and when he 
has succeeded, Congress has found it 
necessary to plug another hole and fur- 
ther expand the patchwork-quilt type of 
statute we have. We all have our re- 
sponsibility, and it behooves each and 
every one of us to do as earnest and 
sincere job as we know how; to see 
that each and every taxpayer pays 
every penny of tax that he rightly owes, 
and that he pays no amount as taxes 
which is not due from him. 
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Income Tax Problems in Realty 


Transactions 
By Cuartes Meyer, C.P.A. 


Mr. Meyer delivered three addresses on the same subject, during October and November, 1945, before 
the New York State Society of Certified Public Accountants, the Union County (New Jersey) Bar 


Association and New York University Institute on Federal Toxation. 


His talk to members of the Society 


was delivered on October 11, 1945, at a meeting conducted by the Society’s Committee on Federal 
Taxation at the Engineering Auditorium, 29 West 39th Street, New York City. 


INTRODUCTION. 


OW that the war is over the real 
estate and building industries an- 
ticipate a boom era. Many of us have 
experienced the situation where after 
considerable negotiation between a 
prospective buyer and seller of property, 
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2 Dobson vs. Comm., 302 U. S. 489. 
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the deal fell through. The seller ‘was 
most likely advised by his lawyer or 
accountant that the resultant transaction 
would have serious tax consequences 
and the expected net profit on the sale 
would be greatly reduced or the seller 
was advised that because of “‘conflict- 
ing” court decisions no definite con- 
clusion could’ be made. Where such 
transactions are discontinued it ob- 
viously hurts business and eventually 
must affect the level of employment. 


The various refinements and dis- 
tinctions of the law of property and 
contract precludes a fair and workable 
conclusion for tax purposes. This 
statement was made by the United 
States Supreme Court in the case of 
Helvering vs. Hallock’. In many other 
cases, too numerous to even cite, the 
Courts have disregarded accounting 
concepts in the determination of tax 
problems. Thus income tax law has 
reached its maturity, as such, and has 
become unique as a special branch of 
law. Furthermore, many matters in- 
volve mixed questions of both law and 
fact and the Supreme Court in the now 
famous Dobson case? has indicated that 
the lower Tax Court should have ex- 
clusively within its province only ques- 
tions of fact and that questions of law 
only may be reviewed by higher courts 
on appeal. It is for the foregoing rea- 
sons that each particular problem must 
be analyzed in detail and with extreme 
care. In addition—now more than ever 
—accountants and lawyers must co- 
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operate with each other, so that the tax- 
paying public will receive the greatest 
benefit of their combined abilities. 

The chief difficulty, in a limited dis- 
cussion of such an important and com- 
prehensive topic as realty income tax 
problems, is not what to include herein 
but what not to omit. Accordingly, 
only the more troublesome items will 
be presented for discussion. 


Lessor and Lessee 


If a cash basis lessor receives rent 
from the lessee it is taxable income for 
the year in which received even though 
the rent is paid for a later year— 
Morris-Poston Coal Co.* As to a tax- 
payer on the accrual basis the rent 
should be reported as income in that 
taxable year when events have oc- 
curred which fix both the amount of 
the income and determine that the 
amount will be received—Leo M. 
Klein.* In case of litigation the neces- 
sary events will be considered to have 
occurred in the year the litigation is 
terminated—Jamaica Water Supply 
Co.° There have been numerous cases, 
and the principal is now definitely 
established that advance rentals; 
bonuses or royalties received by the 
lessor upon the execution of a lease or 
for making a new lease must be fully 
included as taxable income in the year 
of receipt and cannot be pro-rated over 
the demised term and it is immaterial 
whether or not the taxpayer is on the 
cash or accrual method of accounting.® 
The doctrine is based on the theory 
that the receipts are held by the lessor 
under a claim of right and without re- 
striction as to their disposition. The 


lessor may use the funds as he wishes. 
As to the lessee who pays rent in ad- 
vance such a taxpayer must apportion 
the payment over the life of the lease 
and it is immaterial that such lessee is 
on the cash basis—Baton Coal Co.” 

In connection with rental deposits 
and tenants security that might have to 
be repaid under the provisions of a lease 
it is necessary to properly interpret the 
clauses in the lease. The latest case on 
this subject was decided in 1942 re the 
Clinton Hotel Realty Corp. In that 
case the taxpayer received $21,000 on 
the execution of the lease as a deposit 
for security of the tenth and last year 
of the term and as further security for 
other provisions in the lease. The 
Court held that if it was considered 
paid as “rent in advance”’ it was taxable 
though not yet earned but it went fur- 
ther and pointed out that the other 
terms and provisions of the lease con- 
sidered the payment as “security” or a 
“deposit” and in the event that the 
property was destroyed and the owner 
of the building failed to rebuild the pay- 
ment was not to apply against the last 
year’s rent. It therefore held in favor 
of the taxpayer holding no gain was 
realized on the sum so received. 

Very often leases provide that the 
lessee in addition to the usual rental 
payments shall also make other pay- 
ments such as taxes which has been 
held to constitute taxable income to the 
lessor Boston & Maine R.R. Co.® How- 
ever, if the lessee is required to pay 
special assessments levied against the 
property such payments on lessor’s be- 
half is not taxable income and is 
analogous to an improvement by the 


3 Morris—Poston Coal Co. vs. Comm., 42 F (2) 620. 


* Leo M. Klein Co., 20 BTA 1057. 


5 Jamaica Water Supply Co., 42 BTA 359. 


6 Michigan Central R.R. Co, 79 F (2) 247 Cert. denied 296 U. S. 653; Comm. vs. Lyon, 
97 F (2) 70; Crile vs. Comm., 55 F (2) 804; Chateau Frontenac vs. Comm., 147 F (2) 856; 
Hirsch Improvement Co. vs. Comm., 143 F (2) 912 Cert. denied. 

7 Baton Coal Co. vs. Comm., 51 F (2) 469 Cert. denied 284 U. S. 674. . 

8 Clinton Hotel Realty Corp. vs. Comm., 128 F (2) 968; cf. Warren Service Corp. vs. 
Comm., 110 F (2) 723; See also Center Investment Co., 43 BTA 46; See also Astor Holding 


Co. vs. Comm., 135 F (2) 47. 


9U. S. vs. Boston & Maine R.R. Co., 279 U. S. 732; See also Old Colony Trust Co. vs. 


Comm., 279 U.S. 716. 
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lessee and in the nature of a capital ex- 
penditure Estate of Markham.'° 

Where lessee pays a consideration to 
the lessor for the cancellation of a lease 
the lessee is permitted a full deduction 
in the year of payment Cassatt case’ 
and the lessor must report the receipt 
as wholly taxable as set forth in the 
Jennings and Hort cases.’* It is inter- 
esting to note, that in connection with 
advance rentals and advance bonuses, 
there was no reciprocity in tax result 
as between lessor and lessee whereas 
here the lessor has ordinary income and 
the lessee has an ordinary current de- 
duction. 

Should the lessor have to pay the 
lessee for such a cancellation then of 
course the lessee has ordinary income 
but the lessor must pro rate such pay- 
ment cver the remaining term of the 
lease as set forth in the Miller and 
Borland cases.'* If the lessor immedi- 
ately thereafter leased the same prem- 
ises to a new lessee at, let us say, twice 
the old rental and received in advance 
the entire amount due under the new 
lease then the logical argument would 
be that only the net difference from 
both transactions should be reported 
as income in the taxable period. This 
could be based on the theory that the 
lessor purchased and sold a leasehold 
interest—and even if it is considered 
the sale of a capital asset the net result 
would be a short term capital gain but 
still to greater advantage, taxwise, then 
being forced to pro rate the cost of can- 
celling the old lease and reporting the 
new advance rental in its entirety. In- 
cidentally the regulations’ imply that 
a leasehold for 30 years or more is con- 
sidered real estate and pursuant to 
Section 117 of the Internal Revenue 





Code real estate used in a trade or 
business is not a capital asset. 

Where the purpose of the lessor in 
cancelling the old lease was to erect a 
new building on the demised premises 
then the cancellation cost must be capi- 
talized and added to the cost of the new 
building Business Real Estate Trust.*® 


Contract of Sale Forfeitures 
and Options 


If a vendee is liable under the usual 
contract to take title to a parcel of 
realty but for some reason he cannot 
or does not wish to do so an interesting 
situation develops. His lawyer will ad- 
vise him that he is subject to a law suit 
and liable for damages for the breach 
of the contract and in addition forfeit 
his deposit to the vendor. If the de- 
posit is forfeited he may deduct the full 
amount as an ordinary loss for since 
there is no sale or exchange involved 
thereby the capital gain and loss provi- 
sions of the code do not apply. How- 
ever, if the vendee gets a release on his 
contractual liability from the vendor 
he automatically changes the transac- 
tion to one resulting in a capital loss 
on the theory of an “exchange”, John 
C. Evans.'* Here is a good illustration 
where the accountant and lawyer must 
cooperate. The accountant may con- 
sider other taxable transactions affect- 
ing the taxpayer during that year and 
he may be able to report to the lawyer 
that the client has other capital gains 
to offset any possible capital losses. The 
lawyer will now be in a position of 
weighing all the legal advantages and 
disadvantages of getting his client said 
release. The accountant here is in no 
position to advise the client since it 
must be stressed again that even if the 


10 Estate of Wm. F. Markham, BTA Memo. Op. Dkt. 108332. 
11 Cassatt vs. Comm., 137 F (2) 745; See also Denholm & McKay Co., 2 BTA 444. 
12 Hort vs. Comm., 313 U. S. 28 (1941); Jennings & Co., Inc. vs. Comm., 59 F (2) 32 


(1932). 


13 Harriet Borland, 27 BTA 538; Henry B. Miller, 10 BTA 383. 


14 Regulations 111, Sec. 29.112 (b) (1)-1. 


15 Business Real Estate Trust of Boston, 25 BTA 191 (Non-Acq). 
_ 26 John C, Evans vs. Comm., 118 F (2) 901; Cf. Ganopuls 39 BTA 1120 (Non-Acq) ; 
Cf. Estate Walter Haass, BTA Memo. Op. Dkt. No. 103588. 
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deposit is forfeited the vendee may still 
be subject to a law-suit. 

Insofar as the vendor is concerned 
the forfeited deposit is considered ordi- 
nary income as long as there has been 
no sale or exchange.*? 

An “option” to purchase real estate 
is an asset separate and distinct from 
the property subject to the option and 
the legal relationship between the 
“optionor” and “optionee” is quite 
different from the “vendor”—‘‘vendee” 
relationship discussed in the preceding 
paragraphs. The optionee, generally, 
may without any further liability for- 
feit his option payment or payments. 
If the optionee fails to exercise his 
option a short term capital loss results 
to him and a short term capital gain 
results to the optionor. A forfeiture 
causes this result regardless of the hold- 
ing period and regardless of whether 
the property subject to the option is a 
non-capital asset. Now this is not a 
question of following a court decision 
but the result of Congressional enact- 
ment as set forth in section 117(G) (2) 
of the Internal Revenue Code. How- 
ever, it should be noted that it is only 
the failure to exercise the option that 
brings the latter section into play. Ifa 
sale of the option takes place it may be 
a long term transaction or a non-capital 
asset transaction based upon the facts 
in each case. This principal is clearly 
recognized in a ruling.'® 

In the leading case on the subject of 
options—Virginia Coal & Coke Co.'® 
it was further held that the optionor 
must account for the option payments 
only in the year when the option is 
terminated by exercise or forfeiture. 
The most recent case—Mary P. 
Hunter®°—decided in 1944 by the Cir- 
cuit Court—Fifth Circuit, the question 
was one involving an “option” on se- 


curities but the principles are the same. 
In the latter case the taxpayer gave the 
optionee the right to make payments 
over a period of years until the whole 
purchase price was paid. She received 
payments in 1937, 1938 and 1939 and 
being on the cash basis reported income 
for these years. It was during 1939, 
however, that the optionee notified the 
taxpayer that no more payments would 
be made and that the option money 
therefore became forfeited. The Com- 
missioner in the audit of taxpayer’s 
1939 return, included, as a short term 
capital gain for 1939, the entire pay- 
ments for the three years. The Tax 
Court sustained the Commissioner’s 
position and the Circuit Court affirmed 
by invoking and applying the Supreme 
Court rule of the Dobson Case supra.”* 
The Circuit Court held that it had not 
a question of law to consider but a ques- 
tion of “fact” of proper accounting 
which under the Dobson rule the lower 
Tax Court had already decided and the 
Circuit Court was bound thereby. It is 
interesting to note that the decision 
in this Hunter case infers that “proper 
accounting” to the Tax Court may not 
necessarily be the “accounting” gener- 
ally acceptable to the accounting pro- 
fession. 

In relation to leases containing op- 
tion rights of lessee to buy property two 
Bureau rulings should be considered.”* 
In the Haverstick case** the payments 
were held to be rental income in the 
absence of an allocation in the legal in- 
struments as between rents and pay- 
ments on account of the purchase price. 
In the case of Alexander W. Smith?* 
the payments under the lease were held 
to create the relationship of vendor- 
vendee under a conditional sale rather 
than one of lessor-lessee. Additional 
factors to consider are whether the pay- 


17 U. S. vs. National City Bank, 21 Fed. Supp. 791. 


18 G.C.M., 23,677 1943 C.B. 370. 


19 Virginia Iron, Coal & Coke Co. vs. Comm., 99 F (2) 919—CCA 4 (1938) ; Cert. denied 


307 U. S. 630. 


20 Mary P. Hunter vs. Comm., 140 F (2) 954 CCA 5 (1944). 
217.T. 1819 II—2 C.B. 73; A. R.M. 189 I—2 C.B. 68. 


22 Haverstick vs. Comm., 13 BTA 837. 


23 Alexander W. Smith Jr., Executor vs. Comm., 20 BTA 27. 
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ments created any equity in the realty 
and did they give rise to the legal right 
of “specific performance.” 


Capital Gains and Losses 


For our discussion let us consider 
that all real estate assets are capital 
assets whether or not connected with a 
trade or business unless (a) the realty 
is held primarily for sale to customers 
in the ordinary course of taxpayer’s 
trade or business (b) the realty is used 
in a trade or business and (c) the prop- 
erty is depreciable property used in a 
trade or business. 

Any type of taxpayer engaged in the 
real estate business may not inventory 
said real estate as set forth in the Atlan- 
tic Coast Realty Co. case.** 

The best approach to these problems 
is to determine First: is the property 
a capital asset; Second: was there a 
“sale or exchange”; Third: what was 
the holding period; Fourth: does 
Section 117(j) of the Internal Revenue 
Code apply. Property may be classified 
in various categories and for our appli- 
cation the following is tabulated: 


I. Used as a residence. 

II. Residential property converted 
to income producing purposes. 

III. Isolated real estate invest- 
ments. 

IV. Realty held as part of an in- 
vestment program for income 
yield (as distinguished from 
III) and considered a “trade 
or business.” 

V. Factory or other building used 
as part of a non-real estate 
business. 

VI. Realty held primarily for sale 
to customers in the ordinary 
course of the enterprise — 
“dealers”. 


24 Atlantic Coast Realty Co., 11 BTA 416. 


VII. Property received by inheri- 
tance. 
VIII. Property received as a gift. 


A corporation gets its authority from 
its charter and since all activities of a 
corporation “constitute its trade or 
business” it can be generally stated that 
all real estate held by a corporation is 
used in its trade or business and there- 
fore considered non-capital assets. See 
note®> re letter of Deputy Commis- 
sioner. 

Insofar as individual property own- 
ers are concerned we can state that the 
property in classifications I, II and III 
are considered capital assets. As to 
classification IV there have been con- 
flicts in the reported cases and the ques- 
tion has been determined chiefly on 
intent and evidential matters. See the 
case of Fackler®® and special ruling of 
Bureau relating to this classification. 
In the latter case a lawyer who visited 
his property a few times a month was 
held to be engaged in a trade or busi- 
ness and the gain on the sale of a 99 
year lease (considered as real estate) 
was treated as ordinary gain even 
though the lawyer proved he devoted 
most of his time to his profession. Of 
course now such a taxpayer would get 
the benefits of Section 117(j). Prop- 
erty under classification V or VI is 
specifically exempt by the law and 
treated as non-capital in nature. In 
connection with real property inherited 
or acquired by gift the purpose for 
which the property is used will deter- 
mine whether it -is a capital or non- 
capital asset. 

Residential property if sold at a profit 
causes “capital gain” to arise for the 
owner but no loss ona sale is allowed.”* 
Even if there is a gain no depreciation 
is considered in connection with such 
sale. If the residence is converted to 


25 Prentice-Hall Federal Tax Service, 1943 Vol. 4 Par. 66, 121; Commerce Clearing 


House, 1945 Vol. 2 Par. 875.013 etc. 


26 Fackler vs. Comm., 133 F (2) 509; See also Commerce Clearing House, 1945 Vol. 3 


Par. 6100. 
LG, oer 
1945 


27 Gevirtz vs. Comm., 123 F (2) 707; Regulations 111 Sec. 29.23 (e) 1; Cf. Campbell 5 
0, 
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business use (say rented to others) and 
is so used and then sold at a loss that 
portion of the loss which occurred sub- 
sequent to the conversion is deductible 
and the basis for computing loss is the 
cost or the value of the residential prop- 
erty on the conversion date—whichever 
is lower. Here depreciation on the 
building must be considered in the com- 
putation, whether sold at a gain or loss. 

Where an individual owns one or 
two rental producing properties and 
depreciation deductions are or have 
been permitted as deductions—it does 
not automatically follow that such prop- 
erties are non-capital assets.*?° The 
real test is to determine how much time 
the owner devotes to collection of rents 
and general management of the prop- 
erty and whether his principal source of 
income is derived therefrom. During 
the war many individuals were restrict- 
ed in their regular business activities 
and changed their methods of opera- 
tion. Now that the war is over they 
may or may not resume their pre-war 
activities and this might affect their 
status as being now engaged in a real 
estate trade or business. 

Let us now consider the hypotheti- 
cal case of the man who in the early part 
of 1941 purchased extensive unim- 
proved acreage with the intention of 
sub-dividing into small lots for a resi- 
dential development and sale. He no 
doubt was a “dealer” then. During 
the war because of building and other 
restrictions he could not carry out his 
original plans and he became a real 
estate broker and still is a real estate 
broker. He is now offered a huge profit 
on the unimproved property and he 
does not know whether or not to sell, 
especially when he considers the possi- 
bility of the Treasury Department 
claiming him to be a “dealer’’ and the 
entire profit taxable as ordinary gain. 


28 Heiner vs. Tindle, 276 U. S. 582. 


The case of Three States Lumber Com- 
pany*® might be of some help in this 
situation. In the latter case it was held 
that “property held primarily for sale to 
customers is not limited to property 
purchased primarily for resale, but in- 
cludes property purchased for an en- 
tirely different purpose.” It therefore 
appears that the controlling factor is 
the purpose for which the property con- 
tinued to be held. While the case is 
not exactly the situation in our hypo- 
thetical case, nevertheless, the principal 
should be controlling and if our hypo- 
thetical taxpayer can show that he now 
holds said acreage for an entirely differ- 
ent purpose than originally intended he 
might be able to establish a “non- 
dealer” status and get the benefits of 
Section 117(j) which does not apply 
to “dealers.” 

A special ruling*! states that when 
a bank, mortgage company or building 
and loan association offers realty for 
sale originally acquired on foreclosure 
it is considered holding such property 
primarily for sale and is not a capital 


asset. This ruling, to date, has 
not been definitely upheld in any 
reported decision and consequently 


it appears that such taxpayers may not 
be able to get any of the benefits of 
Section 117(j) if such property is 
given “dealer” status. 

In connection with holding period of 
property it should not be overlooked 
that a beneficiary of a decedent’s estate 
is generally considered to have held the 
property from the date of decedent’s 
death regardless of the fact that the 
actual delivery to such beneficiary is 
made months or even years after death.*? 
If the beneficiary receives the prop- 
erty from a trustee then the holding 
period commences from the date of the 
trustees purchase of said property.** 
If the executor, for inheritance tax 


29 Regulations 111 Sec. 29.117—1; Cf. Estate of Annie Gibney Deceased Memo. Op. No. 


6184—9/10/45. 


30 Three States Lumber Company, T.C. Memo. Op. 5588. 


81 G.C.M. 21497, C.B. 1939—2, p. 187. 
82 G.C.M. 19884, 1938—1 C.B. 290. 


83 Helvering vs. Reynolds, 313 U. S. 428. 
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purposes, elected to value the decedent’s 
property one year after death or on its 
distribution date if the property is dis- 
tributed within one year after death the 
holding period for the beneficiary com- 
mences from such date of valuation.** 

In connection with gifts after Decem- 
ber 31, 1924 the donor’s base is used 
even if the donor required the property 
before that date.** If the property 
is sold at a loss then the market value 
of the property at the time of the gift 
is the basis if it is lower than donor’s 
basis. The holding period in each in- 
stance commences from the date used 
for determing the basis on the trans- 
action. The date of passing of title is 
not as decisive astowhenagift was com- 
pleted as the fact that the donor relin- 
quished substantial dominion and con- 
trol over the property. If a sale of 
property is made at cost which is below 
the market value—the difference is 
usually treated as a gift.*® 


Section 117 (j) and Illustration A 


Many practitioners have failed to 
completely understand the practical 
application of this section of the Code: 
Three classes of property are grouped 
together as if they were all in the same 
category, viz: (a) sales or exchanges 
of “property used in a trade or busi- 
ness” and held over six months (b) 
involuntary conversions of such “prop- 
erty used in a trade or business” and 
held over six months and (c) involun- 
tary conversions of all types of capital 
assets held over six months. For the 
purposes of this section “property used 
in a trade or business” includes prop- 
erty subject to a depreciation allowance 
and real property used in a trade or busi- 
ness but does not include property 
includible in “inventory” and property 
held primarily for sale to customers 
in the ordinary course of business 


such as “dealers” in real estate. 
Furthermore the term “involuntary 
conversion” includes losses from des- 
truction, theft, fire, condemnA&tion, etc., 
of other capital assets even though not 
used in a trade or business — (included 
in item (c) above). Therefore, if 
residential property, a capital asset, 
held over six months, is totally des- 
troyed by fire and no insurance re- 
covery is had, the loss is grouped in 
item (c) above.*? 

The term “recognized gains” or “re- 
cognized losses” has also confused 
many practitioners. The confusion has 
to a great extent been due to the mis- 
interpretation of Section 117(b) which 
is partially quoted below: 


“... only the following percentages 
of the gain or loss recognized upon 
the sale or exchange of a capital 
asset shall be taken into account in 
computing net capital gain, net 
capital loss and net income:.. .” 


The aforesaid quotation, either literally 
or legally, in no ways indicates that 
after the percentages are applied do 
you have a resultant “recognized” 
amount. To the contrary, it shows that 
the gain or loss “recognized upon the 
sale” is the amount before applying 
any percentages. Also see Sections 
111(c) and 112(a) of Code. 


Illustration A 


Facts 

Taxpayer A purchased a vacant lot 
in 1930 for $7,000 and immediately 
erected a factory building thereon at a 
cost of $30,000. In August, 1945 
the land and the building was sold for 
$43,000. At the time of sale the ad- 
justed basis of the building—after de- 
ducting depreciation—was $20,000. In 
March, 1945 A sold a machine (in use 
over 6 months at his factory) for $2,000 


34 Sections 113 (a) 5 and 811 (j) of Internal Revenue Code—relates to decedents dying 


after October 21, 1942. 


35 Taft vs. Bowers, 278 U. S. 470; Wilson Bros. & Co. vs. Comm., 124 F (2) 606; Section 


113 (a) 2 Internal Revenue Code. 
367. T. 3335, C.B. 1939—2. 


87 See illustration Reg. 111, Sec. 29.117-7 including loss on pleasure yacht. 
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—the adjusted basis of the machine, at 
the time of sale, being $3,000. In 1935 
A erected a residence on a vacant lot 
he owned+—said residence cost $15,000 
and in July, 1945 a fire totally destroyed 
same and unfortunately through some 
oversight his fire insurance policy 
lapsed for non-payment of premiums 
in May, 1945. At the time of the fire 
A’s house was reasonably valued at 
$10,000. For the purposes of Section 
117(j) the following computation is 
made : 


Land and Factory Building 





Adjusted Basis ........ 27,000 

ae Sy 43,000 

Recognized Gain ...... $16,000 
Machine 

Adjusted Basis ........ $ 3,000 

SONS SCIP: 55100-0500. 2,000 

Recognized Loss ...... 1,000 
Residence—Recognized Loss by fire 

—value at time of fire........... 10,000 
Excess of Recognized Gains over 

Recogmized LOSSs ....ccscesces $ 5,000 


Since the recognized gains exceed the 
recognized losses (treat like long term 
capital gain)—50% of $5,000—in- 
cluded as long term capital gain or 
$2,500. If the building in which A re- 
sided were sold at a loss it would not be 
grouped above since it would not be an 
involuntary conversion and such a loss 
is not deductible under the law in any 
event. If the fire had resulted, let us 
say in a $20,000 loss instead of the 
$10,000 indicated the recognized losses 
would have exceeded the recognized 
gains by $5,000 and the full amount of 
$5,000 would be deductible as an ordi- 
nary deduction and in effect the factory 
gain would be fully includible as in- 
come. 

If in the above example the taxpayer 
were a corporation—then of course the 
question of residence would not be ap- 
plicable. You could substitute any type 


38 [, T. 3711, 1945—3—11950 p. 5. 


of involuntary conversion to be grouped 
under (c) stated above—such as un- 
registered bonds stolen from the corpo- 
ration and not covered by insurance. 
However, there would be taken into 
account 100% of the recognized gains 
and losses as the percentage provisions 
of 117(b) do not apply to corporations. 
In any event whether the taxpayer be 
Mr. A or the A corporation the alter- 
native tax provisions of Section 
117c(1) and 117c(2) apply where the 
recognized gains exceed the recognized 
losses. 

Note: See citation reference 38 in 
relation to net operating losses, etc. 


Demolition and Abandonment 


Generally losses in full are permitted 
on a voluntary removal or demolition of 
a building. Intention plays a great part 
to determine the tax consequence in 
transactions of this type. Where prop- 
erty was purchased with intent to raze 
same the entire costs of the land and 
the old building as well as the demoli- 
tion expenses are capitalized and allo- 
cated to the land.*® Where at the time 
of acquisition there was no such inten- 
tion to demolish but later it was de- 
cided to do so and erect a new building 
in its place the old building’s adjusted 
basis must be added to the cost of new 
building.*® The latest case in point— 
Henry Phipps Estate** permitted the 
cost of the old buildings to be added to 
new building costs where no demolition 
loss was ever claimed although it might 
have been claimed and there was no in- 
tention of demolishing the buildings 
when originally acquired. Here of 
course “intention” being an important 
factor the evidence thereof and its com- 
petency must be determined by a 
lawyer. 

Business real estate may be aban- 
doned and the taxpayer may take a full 
loss even though the taxpayer does not 


39 Providence Journal Co. vs. Broderick, 104 F (2) 614. 


40 Appelby’s Estate, 123 F 
383. 
41 Henry Phipps Estates, 5 T.C. 116. 
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divest himself of the title to the aban- 
doned property. However, proof must 
be submitted to show a real and actual 
intention to abandon and also extinc- 
tion of value.* 

Involuntary Dispositions 

While condemnation proceedings de- 
notes an involuntary disposition—it is 
treated taxwise as if it were like a vol- 
untary sale or exchange.** In these 
cases of course Section 117(j) may be 
used to advantage. 

If there is a fire or similar casualty 
no sale or exchange is involved and of 
course in the usual case the full gain or 
loss is considered for tax purposes* 
whether or not the property destroyed 
is or is not a capital asset and whether 


or not it is business or residential 
property. 

Illustration B 
Facts 


Garage building owned by B has ad- 
justed cost basis of $25,000 and a fire 
destroys same during 1945. Assume 
amounts of proceeds from insurance as 
indicated below. 

B-1 





Garage building adjusted cost...... $25,000 
Proceeds of insurance............. 20,000 
Recomnised’ Bass .5/.00.65 ce ce msreie's $ 5,000 





If B now erects or purchases a new 
garage at a cost of $34,000 that amount 
is the basis for the new garage. 


B-2 





Garage building adjusted cost..... $25,000 
Proceeds of insurance............ 30,000 
Recognized Gaitt .c....66..ceceees $ 5,000 





If B immediately erects or purchases 
a new garage at a cost of $34,000 no 
gain is “recognized and cash expended 





in excess of insurance proceeds is added 
to old basis and the basis of new garage 
building is $29,000. 








B 
-3 

Garage building adjusted cost..... $25,000 

Proceeds of insurance............. 31,000 

CActiak: Gaitiens.-o¢sa ec ewanancts $ 6,000 
If B uses $27,000 to erect a new 


garage gain to the exent of the unex- 
pended balance of $4,000 is recognized. 
New garage basis determined as fol- 








lows: [Section 113(a) (9) ] 
Adjusted basis old garage......... $25,000 
Amount received and not expended 
I OCUCLERS 3.5 5 och. Sc seer e ween 4,000 
21,000 
Gain recognized on conversion— 
HOMEUD ate cc dce dew da cede edad 4,000 
Basis of new garage.............. $25,000 


Incidentally the proceeds from use 
and occupancy insurance should be con- 
sidered taxable income although there 
have been conflicting decisions in the 
relation to these matters.*® 

The code—section 112(f) gives a 
taxpayer certain rights relating to in- 
voluntary conversions and replacement 
funds which result in no taxable gain. 
However, exact compliance with said 
section and regulations is essential. As 
recently as October 15, 1945 the Su- 
preme Court denied certiorari in sever- 
al cases involving this section of the 
law. These cases must be read in detail 
to understand all the applicable laws 
involved.*® 


Mortgagors and Mortgagees 
Foreclosure sales are considered as a 
“sale or exchange” for tax purposes.*” 
Therefore a taxpayer should dis- 


42 Helvering vs. Gordon, 134 F (2) 685; Comm. vs. McCarthy, 129 F (2) 84. 
43 Comm. vs. Kieselbach, 127 F (2) 359; Hawaiian Gas Products Co., 126 F (2) 4 Cert. 


denied 317 U. S. 653. 


44 Helvering vs. Wm. Flaccus Oak Leather Co., 313 U. S. 247. 


45 Miller vs. 


Hocking Glass Co., 80 Fed. (2) 436, Cert. denied 298 U. S. 659; Cf. Williams 


Furniture Corp., 45 BTA 928; O. D. 645 3 CB 89. 


46 Winter Realty & Construction Co. vs. Comm., 
Twinboro Corp. vs. Comm., 


vs. Comm., 149 F (2) 572; 


149 F (2) 567; Flushingside Realty Co. 
149 F (2) 574; 3 above cases all 


C.C.A.—Second Circuit and cert. denied in all cases 10/15/45. 


47 Helvering vs. Hammel, 311 U. S. 504 
1945 
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tinguish between capital and non-capi- 
tal assets—bearing in mind, however, 
that even if there is a “sale or exchange” 
the capital gain and loss provisions of 
the law do not apply if the property ‘is 
held to be a non-capital asset. 

If the mortgagor owner of the prop- 
erty should give the mortgagee a deed 
in lieu of foreclosure—the mortgagor 
may have an ordinary loss instead of a 
capital loss if the following circum- 
stances actually exist—(a) mortgagor 
not liable on bond and (b) no consid- 
eration was received for the voluntary 
deed. Where there is no consideration 
for the deed it is deemed no “sale or 
exchange”’. If the mortgagor is liable on 
the bond then such a voluntary convey- 
ance gives rise to consideration since it 
is generally deemed that the obligation 
on the bond is then eliminated by 
merger of the mortgage into the fee. 
In connection with these matters see 
the Stamler*® case and citations re- 
ferred to therein. 

In a case where only $250 was the 
consideration for a deed delivered to a 
mortgagee the Court held that sum of 
sufficient consideration to change a tax- 
payer’s ordinary loss to a capital loss.*® 

In relation to a mortgagee there are 
many tax consequences to consider as 
shown by illustrations below : 


Illustration C 

Facts 

C holds a mortgage since 1940—face 
value $10,000—amortization payments 
reduced to $8,000 by October, 1945 
when mortgagor is in legal default. C 
may (1) get a voluntary conveyance 
from the mortgagor or (2) foreclose 
and allow a stranger to bid in the prop- 
erty on sale or (3) foreclose and bid in 
the property on sale. In each instance 
below, assume the fair market value of 


ed Public Accountant 


Voluntary Conveyance to C and 
Mortgagor Insolvent and Deficiency 
Judgment Useless 





C-1 

Mortgage indebtedness unpaid .... $ 8,000 

Fair market value of property also F 
eur asth OHG 1> dea ca canes 6 68% 6,500 

Bad debt allowed Gr... .6'50% ies $ 1,500 


* Unless C is held to come within provi- 
sions of Section 23k(4) relating to non-busi- 
ness bad debts. Latter section does not apply 
to corporation. 


Foreclosure—Stranger Bids in 


Property 
C-2 
Mortgage indebtedness unpaid...... $8,000 
Received from strangers bid—cash. 6,500 
Bad debt allowed C unless 23k(4) 
BUDNCS: |. csccceeussesesateoseeas $ 1,500 


Foreclosure—Mortgagee Bids 
in Property 





C-3 
Mortgage indebtedness unpaid..... $ 8,000 
Bid or purchase price............. 3.500 
Amount of bad debt allowed C (sub- 

SOCEM LORLS)) -orosse sr c's stereie tie $ 4,500 
Fair Market Value of Property, also 

NOW ASI: tO Koos sic oie saree aes $ 6,500 
Obligations of mortgagor applied to 

SURE ISO 5 aig couche ecieieplorecs cis ode 3,500 
WROCOPRIBED GAIT 66 cs dee scde sees $ 3,000 
Long Term Capital Gain (Re Capi- 

SALRSSERY acxs eee ocanecereesciee $ 1,500 





In the last computation the taxpayer 
has both a bad debt loss as well as long 
term capital gain. Even though the fair 
market value of the property is $6,500 
he bid only $3,500. The smaller his 
bid the greater his tax benefit, generally, 
for the bad debt is deductible to the 
extent of 100% while the long term 
gain is included is at 50% of the recog- 
nized gain. 

The fair market value is presumed 


the property is $6500. to be the purchase or bid price in the 
48 Charles J. Stamler vs. Comm., 145 F (2) 37 (1944). 
49 Aaron Blum z's. Comm., 133 F (2) 447 (1943). 
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absence of clear and convincing proof 
to the contrary and proof may be sub- 
mitted to show that the value is other 
than bid price.*° In connection with 
this matter the case of Korth vs. Zion’s 
Saving Bank®! must be read. The 
mortgage in that case was foreclosed, 
the mortgagor bank bid in the property 
for $53,500 which was the approximate 
amount due on the debt and the bank 
acquired title to the property. On the 
same day the bank sold the property 
for $38,000 and claimed a $15,500 
capital loss. The commissioner dis- 
allowed the loss and recomputed a gain 
of over $10,000 claiming that the basis 
to the bank on the sale was $38,000. 
Both the District Court and the Circuit 
Court held in favor of the taxpayer. 
This case also illustrates how questions 
of evidence have an important bearing 
in the result. 


Beulah B. Crane Case and 
Related Matters 


Strange as it may appear there are 
situations where an owner of property 
loses same by foreclosure and yet he 
has a gain for tax purposes. The ad- 
justed cost basis of the property (be- 
cause of depreciation and other allow- 
able adjustments) may have reached 
an amount below the unpaid mortgage 
indebtedness and as a result of the 
foreclosure the owner has a liability 
cancelled which is greater than the 
asset value of the property foreclosed. 
Of course if a deficiency judgment is 
actually obtained against the owner 
there would be no gain as the liability 
was not cancelled. A corporation, in 
a case® decided in 1943, tried to avoid 
foreclosure by giving a deed in a situa- 
tion where the mortgage debt was 
$300,000 and the adjusted cost basis 
of property was over $257,000. The 
Tax Court treated the case not as 


50 Regulations 111, Section 29.23 k3. 


involving a cancellation of indebtedness, 
but as a disposition of property and 
the difference of about $43,000 was 
held to be taxable. 

In connection with the foregoing let 
us review the now celebrated Crane 
case.** Mrs. Crane inherited improved 
property subject to a mortgage of over 
$250,000. In the estate tax proceed- 
ings the property was valued at the 
same amount as the unpaid mortgage. 
She sold the property and received 
$2500 in net cash from the vendee who 
took title subject to the mortgage. The 
Tax Court held that the mortgage was 
not part of the “amount realized” by 
Mrs. Crane and that she only realized 
$2500 for tax purposes. Furthermore, 
since she did not assume the mortgage 
debt when she acquired the property— 
her basis was zero and the depreciation 
she had been deducting prior to the 
sale was on the basis of the property 
without deducting the mortgage debt. 
The depreciation deduction was there- 
fore erroneous, since you cannot have 
depreciation on a “zero” basis. If the 
property were foreclosed instead of sold 
and Mrs. Crane realized the same 
$2500 there seems to be no doubt that 
her taxable gain would have been the 
same. 

The implications of the Crane case 
are interesting. Suppose a party pur- 
chases an improved parcel for $200,000 
paying only $7500 in cash and taking 
subject to a mortgage of $192,500, said 
mortgage not being assumed. If $50,000 
is allocated to the land value and 
$150,000 to the building value the de- 
preciation rate would be 3%4% or 
$5,000 per annum if it is agreed that the 
building had an estimated remaining 
life of 30 years. If we follow the Crane 
case to its logical conclusion then the 
taxpayer who has only a $7,500 equity 
in the property—could only deduct 


51 Korth vs. Zion’s Savings Bank & Trust Company, 148 F (2) 170 CCA 10 (1945). 
52 Lutz & Schramm Co., 1 TC 682 (1943); Cf. Ernest Kern Co., 1 TC 249 (1942); Cf. 


Estate Markham, See note 10, supra. 


53 Beulah B. Crane, 3 TC 585, April 7, 1944; Being appealed by Commissioner to Second 


Circuit Court of Appeals. 
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depreciation for the first year and one 
half when his adjusted equity basis 
would become “zero”. If amortization 
payments are required by the mortgage 
and the taxpayer makes a substantial 
amortization payment then all kinds of 
Must the tax- 
payer assume the lability under a mort- 


gage before being allowed to consider 
t 


. + be e mare 
possibilities may arise 
1 


mortgage as part of the “basis” of 

the property’ Since in the mayority 

it realty transactions property is pur- 

chased subjected to a mortgage rather 
1 


than by an assumption thereof the tax- 
ee 


basis of their equity in the property. 
] 


Chere are also other possible implica- 
tions from the Crane case and it would 
be interesting to see what the Circuit 
Court decides on the Commissioner’s 


appeal in this case especially since two 


judges of the Tax Court dissented. 


Settlement of Mortgages for 
Less Than Face Value 


where a “oratu- 
forgiven 
income whether 
is solvent or insol- 

* Where, however, ttlement 
oe not gratuitous and we have the situ- 
on of a mor 


Generally creditor 
itously”’ forgives a debt the 
amount is not taxalsie 
not the debtor 


the se 





gagor who is personally 
liable on the bond the following should 


be Ch nsidered. 


Illustration D 


1) purchased property for $50,000 
paying $15,000 cash and giving a first 


nortgage of $35,000 on which he is 
personally liable. During the taxable 
year mortgage was settled for $30,000 
in cash. 


Helvering vs. American Denta! Co., 
319 U. S. 98: Ct. Geor 
®* Coddon & Bros., Ine., 37 BT A 393 


Hirsch zs. Comm., 115 F (2) 656; See — Helvering zs 


‘Frank et al vs. U. S., 


131 i (2) 864: 


318:°U., S.:322 5 ( 


ge Hall Corp., 2 TC 146. 


D-1 
tat time of the settlement the 
1¢ property was equal to or in 
CXCCSS oe ers > wor tgage debt D reali Z 
taxable incon Thus if the rnin 
was worth $3 5,000 at that time D has 
a gain of $5,000 and the basis of his 
property still remains at $50,000. See 
the Coddon case.’ 


value of t 


if at the time of the settlement the 
value of the property was equal to or 
less than the scttlement price D realizes 
no taxable income. Thus if the prop 
erty was worth only $30,000 at that 

D realizes no taxable income but 

the basis of his property is reduced by 
the $5,000 saved and the basis now 
ecomes $45,000. 
D-3 

lf D paid originally $50,000 for the 
property and no mortgage debt was 
incurred in connection with the acquisi- 
tion of the property but thereafter D 
borrowed $35,000 and become liable on 
the mortgage bond and if during the 
current taxable year the mortgage was 
settled for $30,000 D would realize 
taxable income of $5,000 and the basis 
of the property would remain at $30,000 
regardless of the value of the property.” 
If I) was not personally lable on the 
mortgage debt no taxable income would 
result in any case but the basis of the 
prope’ty would have to be reduced by 
the $:,0V0 saved.** 


Miscellaneous 
In connection with non-taxable ex- 
hanges re latin ig to Section 112 (b) (1) 
of the code it is necessary to distinguish 
between an exchange and a sale. To 
constitute an exchange there must be 
a reciprocal transfer of property as 
distinguished from a transfer for a 


. Detroit Edison Co. vs. Comm., 


. Ki lian Co., 128 F (2) 433. 
. Kirby Lumber Co.-vs. U.'S., 284 U.S. 1; 


Also consider possibili ity of sec. 22 (b) 9 as 1g 
58 Pp. J. Hiatt, 35 BTA 292; F ulton Gold Corp., 31 BTA 519, 
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money consideration only. The fact 
that a purchaser pays cash in addition 
to giving up his own property does not 
prevent the transaction from being an 
1 5 
If a person or persons contemplate 
transferring realty to a controlled cor- 
must 112 (b) 


ion not only section 


(5 of the code be considered but 
generally also sections 112 (c) (1), 
LIZ Ce), LIZ Ch), 442- €k)y TS 62) 
(6); 11s (a) ¢8) and 113° (Db). ¢2). 
Failure to give these legal provisions 
proper consideration might make an 


otherwise tax free transaction a taxable 


In Mav, 1945 in the case of Lewis L. 
Fawcett® the Circuit Court for the 
Second Circuit held that in case of sale 
realty and a he 


involving 


mortgage 


tween brothers the loss on the transac- 
tion was disallowed in construing, Sec- 
tion 24 (b) of the Code. It is imma- 


terial that the transaction was bona fide 


when considering the latter section.™ 
A ruling has also been issued to the 
effect that while losses: are disallowed 


gains on such sales are taxable. 


In connection with a disallowed 
family loss the basis to the new owner 
is cost. Assume in 1943 a father bought 
property for $8,000 and sold to son in 
1945 fot r $6,000 the father is not entitled 
toa loss and the son’s basis is the $6,000 
cost to him not the es JOO. 

Section 1 44 ¢ of the 


ing oh; income 


“ode genere il] 4 per- 
on je in- 
whiewe realty is sold re- 

selling price ($1,000 
limitation refers to pers nz lly) but the, 
“initial payment” during any taxable 
vear must not ee 30 the ‘ 


The 





sell- 
‘aning of 
price” 


echnical mie 


“contract 


1ere must be at least 


sale. 


le year oft 


one payment durin, g tl 


1 Lakesid Irrig 1011 
62 TT 3334 CB 1939—2 p. 
Snell vs. Comm., 97 F 
‘4 Regulations 111, Sec 


Detroit Bank ws. U. S., ¢ 


Tax Problems in Realty Transactions 


involving 


pad 
liens for 
per Sections 827 
are 
without demand assessment or record.*® 


acquisitions for the 
deductions, 
Wher 
income 
he may acquire other property 
net income 
tion of the 
tax may 
Section 129 does not apply under such 
circumstances. 





Thus if in 1945 a contract is entered 
into but the first payment is not received 
until 1946 the installment section of the 
law cannot apply. In addition it is well 


to remember that the section applies to 


gains only—not losses—and also the 
taxpayer may use the benefits of the 
capital gain and | provisions of the 
law. The profit is taxed under the law 


in effect the year es profit is reported 
not when the orig 


63 


sale was oat 
title does 
im- 


inal 
\lso the question ‘a whether 
pass to the buyer is 


ir cl es not 


m1ntarial 64 
material.”* 


Caution must be exercised in matters 
Iederal tax liens and real 


estate titles. Sections 3670 to 3678 of 
thé Code indicates that liens for unpaid 
Iederal taxes are not valid against a 
aa na mortgagor or judgment 


tice of lien is pre yperly 

" However, it appears that 
unpaid estate and gift taxes 
and 1009 respectively 
ten years apparently 


ess no;rice 


editor u1 


effective for 


Conclusion 


129 of the Code 
» purpose of obtaining 
credits and 
a taxpayer owns and operates, 
producing realty, at a net loss, 
with a 
yield and on the consolida- 
operations very little or no 
result. believed that 


Section 


refers to 


allowances. 


It is 


Personal holding companies were 


exempt under the excess profit tax laws 
and in many instances such corporations 
desired 
Now that the excess profits laws have 


to retain such a taxable status. 


cen repealed (as of, January 1, 1946) 


such companies may deem it advisable 


9 BTA 1365. 


Speciality Co., 


Seg Biscuit & 








to acquire large rental producing prop- 
erties so as to change their status by 
getting the rents to constitute “50 per 
centum or more of the gross income,” 
per Section 502 (g) of the Code. 

In connection with the sale of realty 
by a corporation all the implications and 
dangers of the Court Holding Company 
case"® should be carefully considered. 
In the latter case the company, a 
Florida corporation, negotiated to sell 
an apartment house at a profit and an 
oral agreement was reached with the 
vendee. Before the agreement was re- 
duced to writing the lawyer advised his 
taxpayer client of the possible double 
taxation in the event of the sale 


s 
66 Court Holding Co. vs. Comm., 324 U. S 
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and subsequent corporate liquidation. 
Thereupon the plans were changed and 
the corporation was liquidated and the 
individual stockholders carried out the 
sale in proper legal form. The Supreme 
Court held the Corporation was liable 
for the tax even though under Florida 
law an agreement to sell real estate is 
not enforceable unless in writing. The 
Court also cited the Dobson case, 
supra.” 

Thus it is seen that the ordinary law 
of contracts and property are not neces- 
sarily followed in tax cases as was 
stated in the introduction of this topic 

in the case of Helvering vs. Hallock, 
supra.? 
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Recent Significant Changes in 
Federal Order 27 


By Stpney C. WINTON 


This is the text of an address given before a meeting of the Society's Committee on Dairy 
£ dustry y {ccounting at the office of the Society, 15 East 41st Street, on October 31, 1945. 


ers September 1, 1938 the pur- 
chase by handlers from farmers of 
milk eligible for sale in the New York 
Metropolitan Marketing Area has been 
regulated by an order issued by the 
Secretary of Agriculture under the au- 
thority of the Agricultural Marketing 
Agreement Act of 1937. This order, 
which is known as Federal Order No. 
27, has been amended from time to 
time—most recently on May 16, 1945 
effective August 1, 1945. 

Furthermore, pursuant to the au- 
thority granted by these recent amend- 
ments, the market administrator (who 
is the official administering the order) 
has for the first time issued a set of 
rules and regulations governing the de- 
tails of accounting under the order. 

It is my purpose tonight to discuss 
the principal changes made by the re- 
cent amendments as fully as is possible 
in the limited time available. Of course, 
in appraising today these changes we 
are more or less confined to the words 
of the changes and to the explanatory 
statements issued by the officials of the 
Department of Agriculture. 

I assume most of you are familiar 
with the general outlines of Order 27. 
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In substance, it sets up a classified pric- 
ing system for milk and an equalization 
pool so that all producers, that is farm- 
ers, covered by the order get the same 
basic price for milk. 

Perhaps I should stop a moment to 
explain more fully what is meant by a 
classified pricing system. The order 
sets up various classes in which milk 
may be utilized and fixes different mini- 
mum prices to be paid by handlers to 
farmers depending upon the class in 
which the milk is utilized. Milk used 
as fluid milk is designated as Class I 
and commands the highest price. Milk 
which is separated into cream is, with 
certain exceptions, designated as Class 
II-A and commands the next highest 
price. There are also many other 
classifications covering milk or cream 
used for various specified purposes such 
as evaporated milk, condensed milk, 
butter and frozen desserts, and these 
classes commend lower prices. 

Basically, the reason for a classified 
pricing system is the problem of sur- 
plus production. In this milk shed, be- 
cause of current dairy techniques, 
there is a flush season of milk produc- 
tion which usually begins in April and 
continues through June of each year, 
and a short season of milk production 
which usually begins in October and 
continues through December of each 
year. The number of cows which are 
necessary in order to supply the fluid 
milk requirements of the metropolitan 
area in the short season produce a 
great surplus of milk in the flush season. 
The disposition of the surplus milk, un- 
less regulated, is a factor which can and 
has in the past often utterly demoralized 
the milk market. 
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There are also other factors which 
enter into the problem. In order to sell 
milk in the metropolitan area (and I 
shall for brevity here refer particularly 
to New York City which is the largest 
part of the market), the dairies and 
the plants must be inspected and ap- 
proved by the Department of Health. 

The requirement of such health ap- 
proval gives producers who have the 
approval a virtual monopoly of the 
metropolitan fluid milk and cream mar- 
ket. There are, however, no similar 
health restrictions on most other man 
ufactured products such as_ butter, 
cheese and evaporated milk. These lat- 
ter products may be shipped into the 
metropolitan market from plants and 
subject to metropolitan 
health inspection and approval. There 
is thus open competition with the Mid- 
west as to these products. 

It is also the fact that production 
costs in the Midwest are lower than 
they are in the New York milk shed. 
In consequence, manufactured products 
made from Midwestern milk sell at a 
price which realizes a lower net return 
to the farmer than milk sold for fluid 
milk and cream. 

It was to meet these conditions that 
the classified pricing system was 
evolved. In substance, milk is classi- 
fied and priced in each class of use on 
a basis which will enable the New York 
dairy industry to meet the competition 
of Midwestern operators. To illustrate, 
milk used in making cheese or butter is 
priced low enough to enable a manutfac- 
turer of cheese or butter using New 
York milk to sell his product in com- 
petition with a manufacturer of cheese 
or butter using Midwestern milk. 


sources not 


The other major consequence of the 
attempt to solve the surplus problem is 
the equalization pool among producers 
which is set up by Order 27. While 
the mechanics are somewhat compli- 
cated, in effect the class prices payable 
for all milk bought from producers each 
month are averaged and the resulting 
average price, known as the uniform 
price, is paid to all producers alike sub- 
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ject to certain butterfat and transporta- 
tion differentials. Each producer thus 
gets the same basic price for this milk 
irrespective of the particular uses to 
which his milk is put. This prevents 
destructive competition among produc- 
ers for particular outlets and distributes 
the burden of the surplus equitably over 
all producers. 

For a handler who is in the equaliza- 
tion pool there are great benefits. Com- 
petitive conditions make it necessary to- 
day for all handlers to pay farmers at 
least the uniform price for milk. Dur- 
ing the flush season the uniform price 
is invariably higher than the price of 
many of the lower classes in which sur 
plus milk must be utilized. Handlers 
in the pool are reimbursed by the pool 
for the difference between the uniform 
price which they have paid the farmers 
and the lower prices of the class utiliza- 
tions to which they have put the milk. 
In other words, the pool carries the 
burden of the surplus. This is particu- 
larly important during the flush months 
when there is a large surplus. 

As I stated at the outset, Order 27 
regulates prices paid to farmers for milk 
eligible for sale in the New York metro- 
politan area. This was originally ac- 
complished through the inclusion in 
the pool of all milk received from pro- 
ducers at plants which were approved 
by any health authority for the receiv- 
ing of milk to be sold in the marketing 
area. For the sake of brevity, I shall 
again refer to the New York City 
Health Department as if it were the 
only one involved, although approval 
by anv other health authority having 
jurisdiction in any part of the market- 
ing area would formerly have heen 
sufficient to bring a plant into the pool. 

Prior to the amendments, any plant 
whose health approval was revoked was 
automatically excluded from the pool 
and likewise any plant receiving health 
authority was automatically included in 
the pool. This gave the health depart- 
ment the power to determine in effect 
whether or not a plant should be in- 
cluded in the pool with important 
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economic consequences as distinguished 
from the purely health considerations 
which alone should influence health 
officials. There was considerable fear 
that some health officials might act with 
an eye to such economic consequences 
rather than purely from the standpoint 
of health. 

For instance, some time ago the 
Department of Health began a study 
looking toward the reduction of the size 
of the New York milk shed and the 
cancelling of health approval of the 
more distant plants. This investigation 
grew out of the fact that many plants 
with New York City approval rarely 
if ever shipped milk into the city but 
by virtue of their health approval were 
obtaining all the benefits of the equaliza- 
tion pool. These plants were thus hav- 





ing their surplus carried by the pool in 
the flush months but were not supplying 
fluid milk to New York City in the 
short months. This was one of the con- 
probably one of the princi- 
pal considerations—which prompted 
the city to promulgate the 60° rule 
under which the city undertook to can- 
cel the approval of any handler who did 
not ship 60% of his receipts into the 


siderations 


city during the short season. 

The revised order makes a direct at- 
tempt to solve these various problems. 
It no longer makes inclusion in the pool 
dependent per se on health approval. 
It imposes sanctions on handlers who 
do not ship specified percentages of 
their milk into the city during the short 
season; and it seeks to prevent any 
operator from obtaining the benefits of 


the pool during the flush season while 


avoiding the burdens of the pool during: 


the short season. 

These are the basic considerations 
underlying the somewhat complicated 
provisions of the order dealing with 
pool plants. 

The amended order now provides for 
two different types of pool plants: (1) 
reserve plants; (2) plants shipping 
fluid milk into the marketing area. 

These categories corresponded 
roughly to plants whose production 1s 
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necessary only for the short season and 
those whose production goes into the 
metropolitan market all year round. 

Reserve plants, the first category, are 
designated by the Market Administra- 
tor on annual application. They must 
be willing to ship fluid milk into the 
marketing area and must have no com- 
mitments which prevent them from 
shipping 75% of their milk into the 
marketing area during the months of 
August through December, or during 
any month in which the Secretary of 
Agriculture has declared an emergency. 
A handler need not, however, ship more 
than the average percentage shipped 
into the marketing area by all handlers 
during any month in question. 

These provisions are intended to ex- 
clude from the pool a reserve plant 
which fails to ship an adequate amount 
of fluid milk into the metropolitan area 
during the short season. 

In order to prevent the possibility of 
health officials attempting to regulate 
the economic side of the milk business, 
the order makes health approval no 
longer a sine gua non or a reserve plant. 
A plant may now be admitted into the 
pool as a reserve plant even if it has no 
health approval, provided it had health 
approval during the preceding October, 
November and December, and keeps 
such control over sanitary conditions 
that the plant could meet the health 
requrements. 

The second category of pool plants 
is plants shipping fluid milk into the 
marketing area. Such plants become 
pool plants for any month during July 
through March in which they ship to 
the marketing area 25% of the milk 
which they receive, and for any month 
during April through June in which 
they ship 10%. 

In order to prevent such a plant from 
coming into the pool only during the 
flush season, it is provided that no such 
plant shall be included unless it has 
shipped into the marketing area 60% of 
its receipts during the preceding short 
season, i.e., October, November and 
December. 
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The same problem is covered as to 
reserve plants by a provision that re- 
serve plants may be adinitted into the 
pool only in August, i.e., after the flush 
season, and can withdraw from the pool 
only in the months of April through 
July, i.e., during the flush season. 

For the immediate present, these 
elaborate provisions as to pool plants 
are rendered to some extent theoretical 
by what is known as the carry-over 
designation. This provides that all 
plants which participated in the pool 
on November 1944 are automatically 
designated as reserve plants until such 
designation is cancelled for failure to 
live up to the obligations of a reserve 
plant. In the future, however, it is 
likely that these provisions of the order 
will take on greatly increased import- 
ance. I may add parenthetically that, 
since this paper was prepared, a con- 
siderable number of plants have been 
suspended by the market administrator 
for failing to live up to their obligations 
to ship the requisite amount of fluid 
milk into the marketing area. 

The new pool plant provisions con- 
template that a situation may arise 
where a plant approved by health 
authorities for the shipment of milk into 
the marketing area wil! not be a pool 
plant—a condition heretofore impos- 
sible. This situation is the occasion for 
the inclusion in the order of the so-called 
penalty payment provision. This sec- 
tion of the amended order provides that 
when milk is shipped into the market- 
ing area from a non-pool plant as fluid 
milk or cream or skim milk, certain pay- 
ments must be made into the pool by 
the first handler receiving the milk who 
is subject to Order 27, or if there is no 
such handler, by the handler shipping 
to the metropolitan purchaser of the 
milk. 

The penalty payments are in’ sub- 
stance a protective tariff. No part of 
the payments goes directly or indirectly 
to the farmers who produced the milk 
in respect of which the payments are 
made. The entire benefit goes to the 
farmers delivering to pool plants. There 
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is, therefore, room for doubt as to the 
legality of this provision under the 
Agriculture Marketing Agreements 
Act, but it is impossible to express a 
definite opinion in view of the known 
reluctance of the courts today to inter- 
fere with administrative action. 

The next group of significant changes 
in the order concerns the classification 
of milk. 

Basic to Order 27 until the recent 
amendments was the principle that milk 
was to be classified at the plant where 
received from producers except that, 
if moved to a second plant as milk, it 
might be classified at the second plant 
and, if there separated into cream which 
was moved to a third plant, it might be 
classified at such third plant. This may 
be summarized by saying that for classi- 
fication purposes one plant movement 
was permitted in the form of milk and 
one in the form of cream. 

There was a two-fold basis for these 
restrictions—one was the supposed 
difficulty as a matter of auditing in fol- 
lowing milk through an indefinite series 
of movements ; the other was the desire 
to prevent the uneconomic and waste- 
ful movement of milk. Experience, 
however, has apparently shed further 
light on these matters. It has been found 
necessary to audit fully the records of 
every pool plant. And it is apparently 
believed by the Department that the 
economics of the situation alone is for 
the most part enough to prevent un- 
economic movements, at least between 
pool plants. 

In consequence, the amended order 
now permits unlimited movements 
among pool plants in the milk shed with 
classification presumably at the last 
plant. 

On the other hand, since non-pool 
plants are not covered by audit as fully 
as pool plants, the old restrictions are 
with some modifications continued as 
to movements to non-pool plants. Thus, 
milk which is shipped to a non-pool 
plant is classified there regardless of the 
number of prior pool plant movements 
unless it is there separated or condensed 
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and shipped to another plant, in which 
event it is classified at such other plant. 


There are a series of important ex- 
ceptions to this rule, however, which in 
substance prohibit lower classifications 
which might otherwise be warranted 
by straight class utilization. These also 
impose a 65-mile limitation on certain 
plant movements which has been justi- 
fied largely because of the expense of 
sending auditors to distant non-pool 
plants, although also intended to elimi- 
nate to some extent uneconomic move- 
ments of milk. 


Another change made by the order 
is the liberalization of the period within 
which classification must be established. 
As under the old order, the temporal 
basis of accounting remains monthly 
receipts from producers ; but the period 
to use the receipts and establish the 
classification thereof is extended from 
eight days after the end of the month of 
receipt to the end of the month follow- 
ing receipt. 


A major change has been made in 
the handling of plant loss. The old 
definition of Class I milk provided in 
effect that plant loss not to exceed 2% 
of the total milk received might be pro- 
rated to each class of utilization, any 
excess plant loss to be classified as 
Class I. 

It should be noted, parenthetically, 
that the plant loss question is one of how 
to classify and pay for plant loss; and 
that the plant loss allowances do not 
mean that the handler is in any way 


freed from the obligation to pay fully. 


for the milk lost in plant operations. 


Under the old order no account was 
taken of any specific manufacturing or 
other operation. A flat overall allowance 
of 2% was granted, irrespective of 
whether the plant was engaged only in 
receiving and shipping milk from farm- 
ers or in making cream or churning 
butter or otherwise. Obviously, it was 
only a very rough approach, since the 
more manufacturing operations there 
are, the greater the plant loss. 
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The new order provides: 
“Allowances for plant loss not to 
exceed 5% of the butterfat in the 
product resulting from any specific 
plant operation * * * may be classi- 
fied the same as * * * the butterfat 
in the product. 


It also provides that specific allowances 
shall be determined by the market ad- 
ministrator by rule or regulation. 

Pursuant to this authority, the 
market administrator has fixed in the 
rules and regulations the specific per- 
centage of plant loss allowed on each 
type of operation. This is a far more 
sensible procedure than the old one and 
I believe will work more satisfactorily. 

Another group of significant changes 
in the order deals with accounting pro- 
cedure. Subject to certain general 
principles announced in the amended 
order, this subject is left to the rules 
and regulations of the Market Admini- 
strator. These are very complex and 
deal with matters particularly in the 
domain of accountants and a lawyer 
would have to be bold indeed to discuss 
them here tonight. I shall, however, 
touch briefly on the underlying theories 
of these provisions. 

The order provides: 

1. Milk, cream or skim milk received 
from pool sources is to be assigned, as 
far as possible, to Class I, II-A or V-A 
uses of the handler. 

This means in general that the pool 
gets the benefit of the higher class uses 
of the handler, even though he actually 
happens to use non-pool milk for the 
higher utilizations. On the other hand, 
this does not work entirely against the 
handler, because the higher classifica- 
tions may entail penalty payments on 
non-pool milk and these may be avoided 
by the allocation. 

2. If milk, cream, plain condensed 
milk or skim milk is received from pool 
sources and also from non-pool sources 
in like form, it is to be assigned pro rata 
to the total classifications of all milk 
after the above assignment of pool milk 
to the higher classes. 
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These provisions of the order attempt 
to do away with what is known as proof 
of specific use by providing a more or 
less arbitrary method of assigning milk 
and butterfat receipts to different class 
utilizations at the plant. The related 
provisions of the rules deal with the 
same problem but also have interwoven 
in the same accounting procedure pro- 
visions for classifying plant loss on the 
basis of specific plant operations. 

The rules attempt, as I have said, to 
establish the principle that a specific lot 
of milk cannot be classified in a particu- 
lar class merely because it can be estab- 
lished by evidence that it was so used. 
Classification will be entirely dependent 
on the arbitrary assignment procedure 
established by the rules and regulations. 
This can, prima facie at least, a far cr\ 
from the provision in the agricultural 
Marketing Agreements Act, which is 


the sole legal basis for Order 27, that 
milk may be classified in accordance 
with the purpose for which it is used. 


Be that as it may, by these rules the 
Market Administrator has avowedly at- 
tempted to abolish once and for all the 
principle of specific use which he has 
often contended leads to great auditing 
difficulties. The principle of specific 
use, however, dies hard and leaves 
many traces even in the present rules. 
For instance, in Section 2(t) of the 
rules it is stated that butterfat received 
in the form of sour cream is to be de 
ducted from other products leaving the 
plant “‘to the extent that the handler 


claims utilization of sour cream in the 
manufacture of such cheese or butter”, 
Similar provisions may be found in 
many of the other subdivisions of 
Rule 2. 

What I have said with respect to 
these various changes has necessarily 
been sketched in broad outline and even 
in broad outline is difficult to follow be- 
cause of the highly technical nature oi 
the subject matter. There are many 
limitations and qualifications contained 
in the amended order which, though 
most important in practice, cannot be 
discussed in the limited time available 
tonight. It seems clear, however, that 
the recent changes in the order on the 
whole reflect a closer adjustment of the 
order to the problems of the milk shed. 
Particularly the promulgation of rules 
and regulations by the Market Ad- 
ministrator is a vast improvement over 
the former practice under which these 
rules were not made public but were 
embodied in office instructions to field 
auditors which could be discovered by 
the handler only by induction from the 
results of the audits of his records. 

Finally, it is clear that here, as in 
other fields of law, the full implications 
of the changes will only become appar- 
ent as the market lives under the 
amended order and as the problems 
which arise from actual experience, are 
struggled over and solved. The whole 
story can never be found in the mere 
words of the law or of the rules and 
regulations. 
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The Function of the Accountant in Relation 
to the New York Milk Marketing Order 


By Louis H. SHERMAN, C.P.A. 


This is ihe text of an address given before a meeting of the Society's Committee on Dairy 
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AFTER seven years of experience 
44 under Federal Order No. 27 (and 
its companion New York Order No. 
126), regulating the New York Metro- 
politan Milk Marketing Area, there 1s 
no one who entertains any doubt about 
the permanency of the Order, in the 
absence of any presently unforseeable 
and fundamental changes in milk pro- 
duction or marketing conditions. And, 
I may venture to add, there is no re- 
sponsible member of the New York 
Milk Industry (including producers 
and distributors of milk) who would 
desire the termination of the Order. 
There is almost complete unanimity in 
the opinion that the Order has con- 
tributed materially to the stability of 
milk marketing in this area; and there 
are many who believe that the promul- 
gation of the Order in 1938 had averted 
chaos in the Industry. 

If we accept these opinions and be- 
liefs, then it is well for the accountant, 
associated with the handling of milk 
and dairy products, to re-examine the 
basic principles of the Order and _ his 
functions in relation to it. The greater 
part of our experience under the Order 
has been during wartime, ‘when the 
accounting profession and business 
offices were deluged with an almost 
endless flood of governmental ques- 
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tionnaires and report forms. It is, 
therefore, hardly surprising that many 
of us have fallen, to some degree, into 
the bad habit of completing forms with 
a minimum of study and without criti- 
cal examination. I need hardly observe 
that the accountant’s function extends 
far beyond the preparation of operat- 
ing summaries and routine forms for 
submission to the Market Administra- 
tor. In the proper discharge of his 
duties, the accountant must thoroughly 
understand the fundamental purposes 
which the Order seeks to achieve. He 
should inform himself fully with regard 
to all of the economic considerations 
involved in the Order and be able to 
judge the soundness of its provisions 
in the light of the needs of the entire 
Industry. The need for an Industry 
viewpoint cannot be too strongly 
stressed. A temporary advantage 
gained by an individual or group from 
an inequitable provision of the Order 
cannot long endure, and, in the end, 
may prove costly. The short-lived 
benefits which some milk handlers de- 
rived from the much abused Market 
Service or Diversion Payment provi- 


sion of the Order resulted in long and 
costly litigation ; and the term itself has 
fallen into such disrepute as to impede 
and delay any intelligent discussion of 
a program to facilitate the movement of 
milk into channels most beneficial to the 
entire Industry. The accountant must 
be prepared to cooperate with other 
handlers, producers and governmental 
authorities in efforts to conform the 


interests of the In- 


Iircler ¢ the hect 
Order to the best 


dustry, and, to that end, should be pre- 
pared to submit the best available data 
regarding the production, handling and 
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marketing of milk and dairy products. 
At the same time, he must be prepared 
to interpret every provision of the 
Order in the light of the operations of 
his own client or principal and must 
assume responsibility for the mainte- 
nance of a system of accounts and re- 
ports which accurately reflect the 
handler’s operations and enable him to 
avail himself of every permitted benefit 
and advantage under the Order. 

What, then, are the fundamental ob- 
jectives of the Order? The marketing 
and handling of milk and its products 
presents two difficulties which are in- 
herent in the nature of the product: 
first, its perishability; and second, the 
seasonal variations in the volume of its 
production. With volume of produc- 
tion in the flush Spring months in some 
parts of the Milk Shed as much as 
three times the volume in the short 
Autumn months, there was a critical 
need for devising some means for or- 
derly disposition of the surplus in a 
Production Area basically tied to a 
fluid market. Obviously, the producer 
could not hold back his perishable milk 
crop, nor could the handler pay for his 
surplus at the prices which he was able 
to pay for that portion of the milk sold 
in the fluid market. The Classified 
Price Program was the obvious solu- 
tion to this problem. Under this pro- 
gram, handlers could provide outlets for 
all milk produced (within the limits of 
their manufacturing facilities) and 
could return to their producers a price 
for surplus milk commensurate with its 
value in manufactured dairy products 
markets. Classified Pricing long pre- 
ceded the Order and was merely incor- 
porated into it. 

But Classified Pricing presented a 
further problem. The seasonal varia- 
tions among different producers was 
not uniform. Fluid requirements of 
various handlers and their manufactur- 
ing facilities differed greatly. Thus, 
the weighted average price which dif- 
ferent handlers could pay varied greatly. 
From this situation, a greater evil arose. 
Competition developed among handlers 


000 


on the basis of the weighted price paid 
by each to their respective producers, 
without regard to the true or basic price 
actually paid for each class in which 
milk was utilized. Individual farmers, 
very naturally, were interested in the 
return on their total milk production 
and not in the mechanics of computation 
of the price under a Classified Price 
Program. As a result, a shrewd and 
often not too scrupulous handler could 
purchase milk for fluid purposes at a 
drastically reduced price by paying a 
little more than his neighboring hand- 
ler’s fairly computed blend prices. As 
a consequence, the fluid milk market, 
the primary market in this Production 
Area, was easily disrupted, to the detri- 
ment of producers and handlers alike. 
To overcome this problem, equalization 
of cost to handlers and returns to pro- 
ducers was offered as a_ solution. 
Classified Pricing and Equalization are 
the foundation of the Order. All hand- 
lers pay equally for each class of utili- 
zation and through the medium of an 
equalization pool, pay a uniform blend 
price to their producers. In the ab- 
sence of these two basic programs, 
Classified Pricing and Equalization, 
producers would either be without mar- 
kets or at the mercy of unscrupulous 
handlers and reputable handlers would 
be powerless to compete, thereby lead- 
ing to the destruction of the entire 
market. 

The Federal Order, in its present 
form, provides for 12 classes of butter- 
fat and two classes of skimmilk utiliza- 
tion. An attempt is made to relate the 
price of each class of utilization to the 
market value of the product, although, 
in some cases, the formulae prescribed 
are admittedly arbitrary. Thus, the 
price of milk used in the manufacture 
of cream for the Boston and Philadel- 
phia markets is related to the quota- 
tions for cream sold in those markets ; 
the price for milk used in the manufac- 
ture of evaporated milk is related to the 
prices paid for milk by selected Mid- 
Western condenseries to their pro- 
ducers (that section of the country be- 
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ing the outstanding manufacturing 
center for such products); and the 
prices for milk used in the manufacture 
of butter and cheddar-type cheese is 
related to market prices of those prod- 
ucts. The price of skimmilk used in 
the production of manufactured prod- 
ucts is related to the market value of 
roller process dry skimmilk. (Inci- 
dentally, the pricing of skimmilk, sepa- 
rately from the butterfat value of milk, 
represents a departure from historic 
practice and was largely the result of 
the meteoric rise in the value of nonfat 
milk solids, occasioned by the war). 
There are many difficulties inherent in 
the establishment of formulae for deter- 
mination of class prices, such as the 
determination of true market values, 
manufacturing costs, yields and trans- 
portation costs. Differences of opinon 
exist with regard to the validity of 
some of the factors employed, and it 
has been argued that some of these 
formulae prohibit the manufacture of 
some products in this area, thus shut- 
ting out producers from profitable mar- 
kets. Thus, it has been maintained that 
the transportation differential included 
in the Class III price formula actually 
bears no true relationship to the dif- 
ference in the cost of transporting 
evaporated milk to the Atlantic Sea- 
board and that this and other factors 
will tend to entirely stop the produc- 
tion of evaporated milk in this area. 
Furthermore, it is claimed that the pro- 
duction of dry whole milk cannot con- 
tinue in this area under a formula which 
maintains the same transportation dif- 
ferential for that product as for evapo; 
ated milk. Thus, while the funda- 
mental principles of Classified Pricing 
and Equalization are relatively simple, 
their translation into workable price 
formulae is beset with many difficul- 
ties. Here, indeed, is a rich field for the 
application of the talents of the account- 
ing profession. Nor should it be sup- 
posed that the question of proper pric- 
ing of manufactured milk products is 
of concern only to the handler engaged 
in their manufacture. Every milk 
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handler, even though such handling be 
limited to fluid milk, is vitally affected 
by this question, since the stability of 
the entire market depends on the proper 
pricing and channeling of surplus milk. 

A great part of the confusion with 
respect to the Order has arisen from the 
incorporation within it of principles 
which, while necessary, are secondary 
to the fundamental purposes of Classi- 
fied Pricing and Equalization. While 
I am determined to avoid controversial 
matters in this paper, I must make some 
observation about the departure from 
the fundamental principles of Use 
Classification. The Act of Congress 
under the authority of which the Order 
was promulgated contains the fairly 
simple provision that milk shall be 
classified “in accordance with the form 
in which or the purpose for which it is 
used”. It soon appeared that certain 
limitations had to be placed on the prin- 
ciple of Use Classification in order to 
protect the interests of producers and 
because of administrative necessity. 
Nevertheless, there are certain provi- 
sions of both the Order and the Rules 
and Regulations, issued under the 
Order, which appear to be inconsistent 
with this fundamental provision of the 
Act. And so, minor exceptions, which 
were piaced into operation by adminis- 
trative interpretation, rather than by 
clear provision of the original Order, 
have been broadened into such com- 
plete departures from the principle of 
Use Classification, that one wonders 
about the authority for such provisions, 
even when he is able to understand and 
approve their purpose. The clearly ex- 
pressed exceptions to the basic prin- 
ciple present a problem for the lawyer 
rather than for the accountant. But, 
in many instances, the denial of the 
right to classify on the basis of actual 
use came by administrative interpre- 
tation. While, in such cases, the justifi- 
cation often advanced has been the 
claim of administrative necessity, very 
often the handler was told that use had 
not been sufficiently proved or estab- 
lished. 
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It is in connection with this point 
that the accountant exercises a most 
necessary function, and upon him rests 
the responsibility for establishing proof 
But the establishment cf use 
of milk or butterfat in a given product 
involves the establishment of a system 
of records and reports designed to 
accurately reflect the nature of the 
operations, quantities of milk and but- 
terfat used, quantities and butterfat con- 
tent of products made, movements, in- 
ventories, etc. During the meeting 
recently held by the Market Adminis- 
trator, to consider proposed rules and 


Or use. 


regulations, there was much discussion 
on the subject of classification of prod- 
ucts, destroyed by fire or otherwise. 
While the Industry's proposal was re- 
jected, there was an indication that 
under certain circumstances, the Mar- 
ket Administrator would permit the 
classification of milk on the basis of its 
manufacture into a product which was 
subsequently destroyed. Within the 
limitation of the paper, I dare not 
undertake to suggest any specific ac- 
counting procedure. (Indeed, such 
suggested procedures should result only 
from the concerted study of the best 
technical experts in the Industry and 
would require considerable space for 
their presentation). But it may be ob- 
served that, if any issue should arise 
with respect to the classification of milk 
used in the manufacture of products 
subsequently destroyed, that a well- 
maintained system for recording all de- 
tails of manufacture may be oi the 
greatest help. 


1 


But, of course, the accountant’s func- 


tion covers a wider field than establish 


ing detailed records of use and move 


ment. A good svstem of accounts and 
reports can prove beneficial in number- 
ous other respects. To illustrate, it 


| 1 
recalled that the Order, as 
1, 1945, for 


vandler who 


:. 
will be 


amended effective 








the first time pet 





accounts for an ex utterfat, as 

7, | “SERRA Rea BASLE ae 
well as the hanctie who reports an 
excessive loss. |Juring some recent dis- 


cussions with members of the Indus- 


try, I learned that problems have al- 
ready arisen under these provisions oi 
the Order. In the case of one handler 
who maintained a complete system of 
reports and accounts, it was possible 
to explain an overage in terms of faulty 
inventory reporting and in addition, to 
clearly establish the propriety of cor- 
recting an earlier report where an ap- 
parent excessive loss had been reported. 
In another case, involving a reputable 
handler who was guilty of no wrong- 
doing, penalties were paid despite the 
fact that there appeared to be a definite 
relationship between an excessive plant 
loss reported in one month, and an 
overage reported in another, because 
of lack of adequate accounting proof. 

But no system of accounts and re- 
ports can be established merely on the 
basis of theoretical considerations. On 
too many occasions, accountants (gov- 
ernmental as well as those represent- 
ing handlers) have seemed to indulge 
in the belief that the plant is an adjunct 
to the accounting department and have 
lost sight of the fact that the primary 
purpose of a milk plant is to handle 
nulk and not to prepare accounting re- 
ports. In many cases, unascertainable 
information has been demanded be- 
cause of the accountant’s lack of famili- 
arity with the plant’s operations. To 
illustrate, a plant receiving milk from 
producers, which milk is pumped di- 
rectly into various manufacturing oper- 
ations, may not be able to determine 
accurately the quantity and the butter- 
fat content of the milk going into each 
operation. Nevertheless, field auditors 


and milk company accounting depart- 
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ments have asked milk plant operators 
to report exact quantities in such cases. 
Obviously, anv figure so reported must 
be based on conjecture. I entertain no 
fundamental objection to the use of es- 
But where 
estimated figures are used, such esti- 


nates should be made in the accounting 


tiates where necessary. 


1 + 
( 


office and should be disclosed to be 
merely estimates rather than definitely 
ascertained quantities. I have known 
of a case where skimmilk recoveries 
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have been reported on the basis of es- 
timates, where it was obvious that no 
exact figure could be furnished because 
of the mechanical setup of the plant. 
Nevertheless, despite obvious error in 
estimating, such figures were used, 
often to the serious disadvantage of the 
handler. In many cases, information 
could be obtained only at an unreason- 
able cost, entirely out of proportion 
vith the nature of the operations. The 
accountant has the responsibility of fa- 
miliarizing himself with the nature of 
the operation in order to determine 
which information is readily available 
and the difficulties involved in obtain- 
ing other information. 

I earnestly believe that no accountant 
can satisfactorily discharge his obliga- 
tions to his client or his principal with- 
out careful study of how the milk is 
handled at the plant. I could prepare 
an almost endless list of the matters 
with which the accountant should fa- 
miliarize himself and in connection with 
which he should establish a system of 
accounts and reports, designed to as- 
sure most advantageous treatment 
under the Order. fe should collect 
and interpret all data with respect to 
yields and mz anufa icturing costs in order 
to properly weigh the soundness of the 


He should know 


pricing pr¢ VISIONS. 
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competitive conditions in local, nearby, 
and distant markets, and transportation 
costs for the same purpose. He should 
assemble data with respect to the 
marketing if milk products to help test 
the soundness of oe various limita- 


tions on movements concerned in the 
Order. The provisions for allocation 
of classication between pool plants and 
non-pool plants, and the penalty provi- 
sions respecting milk, cream, or plain 
condensed milk, moved into the market 
from non-pool Lahonge have created new 
fields for study on the part of the ac- 
countant. It was generally agreed that 
the loss tolerances established in the 
new Rules and Regulations were tenta- 
tive and subject to further study. The 
accountant should be prepared to pre- 
sent clear and convincing proof regard- 
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ing the adequacy of these allowances. 
The conversion factors set forth in the 
Rules and Regulations should be care- 
fully considered and weighed in the 
light of data which the accountant 
should gather and check carefully. I 
could continue this enumeration almost 
endlessly. 

I realize, however, that no account- 
ant can accomplish many of the desired 
esults by himself. Joint study and ex- 
change of ideas are not only helpful, 
but, in mieity cases, are the only means 


of properly acquiring necessary in- 
formation and data. Trade associations 
have accomplished a great deal in 
assembling necessary evidence in 
preparation for hearings. Often, how- 
ever, such work has been hurried and 
conducted under pressure within a 
relatively short time before the hearing 
date. I feel that permanent technical 
ummittees to study current problems 
uld be established and should meet 
regularly for frequent exchange of 
ideas and discussion of problems. 
Joint meetings should be held between 
trade association committees and tech- 
nical committees of the accounting 
societies. Study should be leisurely 


Ct 
1 
a} 
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° 
and thorough and should not be hamp- 


ered by deadlines 
In many instances, the accountant is 
at a serious disadvantage. Without 
previous study of the technology o 
milk handling and, often in the face of 
other and more pressing problems, he 
is suddenly precipitated into a complex 
problem involving milk handling, manu- 
Sastuniive: or marketing. In many of 
these cases. he has not had the oppor- 
tunity to familiarize himself with the 
basic facts regarding the plant opera- 
tion. It appears to me thi J accounting 
for milk handlers has become so highly 
specialized a field, that it requires most 
horough preparation and study. I 
would urge most strongly that agricul- 
tural and accounting colleges establish 
special courses of study in their under- 
graduate or graduate departments for 
students or practicing accountants who 
dairy accounting. 


wish to specialize 
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A curriculum covering such subjects as 
milk production, milk handling, manu- 
facture of dairy products, milk and 
dairy products marketing, milk chemis- 
try and bacteriology, testing for butter- 
fat and milk solids would better prepare 
the accountant for the discharge of his 
responsibilities. Finally, I would urge 


cooperative study of their common 
problems by accountants representing 
producers, handlers and governmental 
agencies. The recent meetings called to 
consider the proposed Rules and 
Regulations bore striking proof of 
what we may expect from such joint 
effort. 
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C. P. A. Examinations given by the 
University of the State of New York 
November 7, 8, 9, 1945 
100TH ACCOUNTANT EXAMINATION 
PRACTICAL ACCOUNTING—Part I 
Wednesday, November 7, 1945—1.30 to 6 p. m., only 


The Practical Accounting paper consists of part I and part II. 


State your examination number on each sheet. Do not sign your name. 
Consider carefully each requirement of each problem. Designate each solution by 
number. Consider technic and neatness as carefully as mathematics. 


Solve four problems only from the group given. Each correct answer counts 


12Y% credits. Indicate selection by a check mark (\) placed at the left of the 
number on the question paper. 





1 Submit cash count working papers with appropriate notations. 


You, a professional accountant, arrived at the Sunbeam Hospital on the 
morning of January 1, 1945, shortly before the office opened for the day. 


All cash, except $20 in currency for change purposes, was locked in the safe 
at closing time, December 31, 1944, which was 10 p. m. The night clerk issued 
three receipts after 10 p. m., December 31, 1944, as follows: 


Receipt No. 15803—12/31 Jeremiah Moore $16 
4—12/31 Mrs, A. B. Colton 4 
5—-12/31 R. A. Jones 50 


In the cash drawer were two checks, of $16 and of $50; a slip for $2 marked 
“Advance” and signed by Martha Lowe, a student nurse; and currency of $22, 
consisting of 2 five-dollar bills and 12 one-dollar bills. 


The cashbox in the safe contained the receipts for December 31, 1944, as 
follows : : 


Receipt No. 15788 —$ 42 (check) Receipt No. 15795 — $31 (check) 
9— 10 (cash) 6— 50 (cash) 

15790 — 30 (check) 7— 34 (cash) 

1— 75 (check) 8— 17 (cash) 

2— 164 (cash) 9— 20 (check) 

3— 40 (cash) 15800 — 30 (cash) 

4— 100 (check) 1— 98 (cash) 


2— 60 (cash) 


All checks in support of the receipts were in the cashbox. The following 
currency and coin were also in this box: 10 twenty-dollar bills, 14 ten-dollar 
bills, 18 five-dollar bills, 46 one-dollar bills, 16 fifty-cent pieces, 28 quarters, 32 
dimes, 164 nickels, 60 pennies. 
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The imprest cash and change fund of $200 was kept in a separate cashbox, 
This fund was found to contain the following: 


NE I nr gh 44 aide hint rw le he ON Oh Mw Sa REAR Ree S 3.64 
en ETT CCT CT ESTA O CERT TOL CTT ee 7 OO 
CNT B POE RENE a iia. no oh ad's cee eka Kae Ree koe RE ees 20.06 
Po) OCS WIOBTOC MI NUNS) «a's +. aces wis lels. 4)0 oo dcnaiaome’s agian es 6.00 
I Laie a'a:5 Vin hi sind aN wae an hinie eh oe a ee Ow es 5.34 
RRR ees EC STOSSEUE ATLOTG)) © << oo '! Sao Dalal SxS RO a vested b lelas 16.00 
Ce | | ae a rr 6.50 
eee AUER SO BUEN BOHN 6 cde vein id oH eo Nge's eee ee oe RRO 40 
Checks returned by bank: 

ONSET Lt A ING ead) wos hse hah sl Sidi © Ceara nw Grp Sees 30.00 

PRROSIATORe Te SPE OTOL Y ele no 0 Si varsieverd wilcvackiw ea See oes 10.00 


Currency and coin: 6 five-dollar bills, 14 one-dollar bills, 18 fifty-cent pieces, 36 
quarters, 68 dimes, 92 nickels, 166 pennies. 
Mr. Joseph Anton is the cashier. Mr. H. Holmes is the manager. 


2 Rearrange the following items in the form of a consolidated balance sheet 
for the city Gtk. 


Set out these accounts in balance-sheet order so that by your solution you 
show your familiarity with municipal balance-sheet arrangement. 


CVI 


Daikikwe wena oF Saws Saale aie $ 20,000 


\ccounts ] ivable 


RiP R IRR ES ROPAIT MEER es ogg anno Sin aler eae GR ww Os Sele sien’ $ 35,000 


\dvanced taxes 
Buildings 
Cash—bond 
Cash gel 
Equipment 
General ci 
Improvements 
Investments 
Land 

Land betterments 
Maintenance material 
Public utility 
Sinking fund cash 


funds 
: 
eral 


tv bonds 


bonds .. 


Sinking fund reserve (water 
Special assessments account 


Stores 
Supplies 
oh) re 


Tru 


3 Compute the per pound average gross profit and net proft. 


st and special funds 


400,000 
15,000 
35,000 
90,000 


140,000 
25,000 
75,000 

100,000 
15,000 


10,000 
50.000 
100,000 
10,000 
15.000 


$1,115,000 


100,000 


300,000 


250,000 


370,000 
75,000 


$1,115,000 


Carry com- 


putations to three decimals only. 


Pounds Amount 


Ne ER OOUBOSS rg Gi viesain eb era a\daapaile Se wide Sarees athe ; $369,965.62 
Finished goods, inventory, December 31, 1943........... .. $ 290,854 84 347.6: 
Finished goods, inventory, December 31, 1944.......... 283,916 

RW ARSC IAL COMSEIICR. o.a.5. wis:¢: 0s 6:5 6 adeno Wie arb Bleed ie ea orOcdK 3,365,498 572,939.00 
TE 3 ak Sa Re St te Oe ae Se Sere eae ere eee 2,989,743 986,615.19 
MAORI NGOR Foe ao cia oo HE ba NS Se HERI sate ween nd 31,471.87 


\\ aste 24,095.00 


4 The Wear Well Trading Company was incorporated as of April 16, 1944, 
for $75,000, by X and Y, who previously operated under articles of partnership. 
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The change in organization was not taken up on the books at that time. The net 
worth of the partnership of X and Y, December 31, 1943, totaled $90,000. 

The net loss for the vear 1944 was ascertained to be $9,000, by an audit made 
in February 1945. No drawings were made during 1944. Business was fairly 
uniform during 1944. Books were closed as of December 31, 1944. 

Being called upon to adjust the books in March 1945. give the journal entry 
or entries necessary to correct the books of this company. 

5 Prepare so much of a trial balance as may be determined from the follow- 
ing tacts: 


The records of White and Snow, stockbrokers, show the following : 


{mount Bought Clearing House Blotter Total 
Commission 
$300,600.00 $895.00 $301,495.00 


Sold Clearing House Blotter 


Amount Tax Commission Total 
$406,800.00 $402.60* $1,005.06 $405,392.40 


|* Revenue stamps, $394.40; Federal registration fee, $8.20] 
The total money value of stock balances to be received on the basis of settling 
price is $81,200. 
The total money value of stock balances to be delivered on the basis of settling 
price is $178,200. 
The total failed to receive is $31,600, and the total failed to deliver is $62,200. 
6 Set out in one table or schedule, for the Black River Finance Company, 
your calculation (with explanation) of the necessary increase for decrease) in 
the amount of the reserve for unearned income, etc., as of December 31, 1944, the 


interest rate used by the company being 4. 
Utlize the information presented below : 


Volume of ‘busmiess transacted in 19840. oceciccecank vecsces ween $2,880,000 
otal 1944  sncomie. ....<-< <5 6% nace 5 care Fe ee eee peer $201,600 
Anticipated collection expenses on 1944 business........... 57,600 
Anticipated losses on 1944 business.............ccccce cee 28,800 


Notes receivable outstanding (including interest), 
December 31, 1944: 


EES ORT, 0 a Oe ae RRR ee ERE ct ee ee eee 40,000 
Due during 1945: 

WanGary 4..0%.<5 oh i ie Re oh OS Bell ee er arn a le are 210,000 
February ....... ee rs te etree Poteet 195,000 
Nae Chas 2 sae ieicnascic vce ctocote nave nic Bae ee 180,000 
PROSID cesses rat 5 Secs Sane wider eisai kale ae arene ane 165,000 
ee Sele 1 se sac Si enema es ae 150,000 
SPIO Sccies sero vhs 6 RNS re ene ie re 135,000 
SPRL G: pics chs hw ties Oia rae snes ae ins ciereceutean tees ; 120,000 
August ......s. ee rr er te, 120,000 
SVOESCEMMEUMOE <6 Src ch ws < arcs ein Hie le iss Saha we ee ee ee 105,000 

BRCTEOR, 5. 6:ccln sib: se.020 198 w Si Dre RCs & db OO are. bles lela eabaumiea Siar aiees 90,000 


75,000 
75,000 


50,000 





\ rae pialioité erabay siietallons exon see aor essere 40,000 

March .. : Zs sic OD alan ete Gh ada ac tes ee eo 40,000 

31059 | ee : eerae areas sd ah ara dca olor ae aheuean si 30,000 

WEAY 6. nisceeie.s ree ere ere ee, aie 30,000 

EF eR a Daerah (Ome bd 258) Ae 7 tae 2 20,000 
RINGRE a ee, dovintahs Aiea Nw rah 2 tices shee wlan cich eG ata eka ae a 1,870,000 
feserve f unearne: Ee 2 ss ouix cay Sear exis ar ier ere ee arn 40,650 
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THEORY OF ACCOUNTS 
Thursday, November 8, 1945—9 a. m. to 12:30 p. m., only 


Read each question carefully and write your answer carefully, clearly and concisely. 

Be certain to number your answer to correspond with the question number and 
check (\) number on question paper, but do not rewrite the question as part of your 
answer. 

You may cite outstanding authorities in support of your replies. However, you 
will be rated upon your own knowledge and reasoning. 


Do not sign your name to the paper. State your examination number. 
Answer the questions as directed under each group. Papers entitled to 75 or 
I 1h re credits will | be accepted. 


Group I 
Answer one question from this group. 


1 A corporation has been engaged mainly in producing war materials under 
government contracts. The prices and profits are subject to renegotiation. 

a In which section of the balance sheet should a “reserve for renegotiation 
refunds” be reflected ? 

b In aks section of the profit and loss statement should the provision for 
renegotiation refunds appear ? 

c If the renegotiation refund finally determined to be payable for any year 
is different from the provision made therefor in the financial statement 
originally issued for such year, should the difference be included in 
the current year’s profit and loss statement or adjusted through the 
earned surplus account? State the reason for your answer. 


The following inquiry was discussed by the Securities and Exchange Com- 
mission in an Accounting Series Release, issued in January 1944: 

“Whether in a financial statement required to be filed with the Commission, 
goodwill may be written down or written off by means of charges to capital surplus. 
The goodwill in question resulted from the acquisition during the year of the 
assets and business of a going concern at a price of $2,000,000, of which $1,750,000 
was paid for physical assets and $250,000 for goodwill. It is now proposed to 
W site off this goodwll by a charge to capital a. 

The Securities and Exchange Commission rule that the goodwill is to be 
written off, the charge should not be to capital surplus. 

Do you agree or disagree with the Securities and Exchange Commission’s 
opinion? State your reasons and indicate to what account you would charge 
said goodwill, if writing it off. 


Group II 
Answer one question from this group. 


3 A business enterprise owns a truck which cost $1,000 and on which depre- 
ciation of $800 has been charged to operations and deducted on Federal income-tax 
returns to December 31, 1944. On January 2, 1945, the company purchased a 
new truck at a price of $2,000, being allowed. however, a trade-in value of $500 
tor its old truck. 

a State the journal entries to reflect the foregoing transaction on the books 
of account. 


December 








as 





ely. 


and 
our 


you 


or 


ler 


on 


for 


ar 
nt 

in 
he 


yn, 
1S. 
he 
WY 


to 











C.P.A. Examinations given by the University of the State of New York 


¢ 

b Will the above transaction result in any allowable profit or loss on the 
company’s 1945 Federal income-tax return? 

c On what fixed-asset value will depreciation be based, on the 1945 Federal 
income-tax return’ 

4 a What is the difference between the ‘‘reserve” method and the “write-off” 
method of treating doubtful and bad accounts receivable, for purposes 
of a corporation’s Federal income-tax return? 

b Assuming that a collection is made in 1945 on account of a customer’s 
balance deemed bad in 1943, state whether this collection would be 
considered as additional income on the corporation’s 1945 income- 
tax return under: 

(1) The reserve method 
(2) The write-off method 


Group III 
Answer eight questions from this group. 
5 Explain and define each of the following terms relating to inventory valua- 
tion methods : 
a Life 
b First-In First-Out 
c Retail inventory method 
d Cost or market, whichever is lower 

6 A corporation constructed and fully furnished a hotel, which it has oper- 
ated for three years. During the current year, the following transactions took 
place : 

a New beds and chairs, aggregating $6,000, were purchased for guest 
roonis. 

b The grand ballroom was repainted and redecorated at a cost of $2,000. 

c The outside walls of the hotel were sandblasted and cleaned at a cost 
of $3 00% ). 

d Additional bookkeeping machines were purchased for the hotel office at 
a cost of $900. 

e A section of the main lobby was remodeled and reconstructed to provide 
several stores, which were then leased at a rental of $5,000 per year. 
The cost of this alteration was $10,000. 

Indicate for each of the foregoing expenditures whether it should be capitalized 
or charged to expense of the current year and give your reason for the treatment 
you suggest. 

7 a In the preparation of a balance sheet from the books of account of a 
manufacturing corporation, state under which section of the balance 
sheet cach of the following items should be reflected; indicate also 
the specific wording of the title and caption used for each item: 

(1) U. S. Treasury 2"%4% Bonds, due 1957 
(2) 100 shares of U. S. Steel Corporation common stock carried at cost 
of $6,000 (quoted market value $6,500) 
(3) U.S. Government 7%% tax payment anticipation notes 
(4) Reserve for wartime and postwar contingencies 
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b Write out the surplus section of a balance sheet to be published, properly 
classifying and describing the following items therein. The items are 
reflected in the surplus account on the books, as follows: $10,000 
donated to the corporation by its stockholders in a prior year ; $25,000 
which arose during the current year as a result of the upward revalua- 
tion of the land and buildings ; an operating deficit balance of $10,500 
at the beginning of the current year; a net profit of $15,500 during 
this year; a credit of $285 representing an adjustment of the prior 
year’s Federal income-tax liability. 


8 a What are the reasons for and advantages of using controlling accounts ? 
b What is meant by the phrase “comparison of the details with the con- 


trolling account 
c How often is the comparison referred to in b usually made in the ordinary 
business enterprise 7 


9 Would you defer the following items in preparing a balance sheet as at 
June 30, 1945, for a corporation on a calendar year basis? If so, explain for each 
item over what period of time you would charge it off; if not deferable, indicate 


why not. 


z Unexpired fire-insurance premiums 

bh New York State Franchise Tax paid May 15, 1945 

c Inventory of stationery 

d The sum of $5,000 paid in June 1945, for magazine advertisements 


appearing in June and July issues 
e Incorporation and organization expenses including lawyers’ fees 

10 On January 2, 1941, a corporation purchased factory land and buildings 
for $150,000, of which $50,000 represented the cost of land and $100,000 the cost 
of the buildings. 

The buildings were depreciated at the rate of 5% per year, and at December 
31, 1943, the reserve for depreciation aggregated $15,000. 

On January 2, 1944, the Board of Directors had an independent appraisal 
made, which indicated a present, fair value of $60,000 for the land and $130,000 
for the buildings. 

‘he directors wish to adjust the books of account to reflect said fixed assets 
the appraised values instead of at cost. 

a In your opinion, is this upward adjustment proper? State your reasons 

for or against recording it on the books of account. 

b If this upward appraisal is recorded on the books at January 2, 1944: 

(1) What account should be credited ? 

(2) On what building valuation will depreciation for 1945 be computed ? 

(3) Will said depreciation be charged to profit and loss or to a surplus 
account 

c Assuming the fixed assets were recorded at their appraised value of 

$190,000 at January 2, 1944, and then at December 31, 1944, one half 

of said land and buildings are sold for $95,000, state what journal 

entries should be made to record the sale and the profit or loss thereon. 
11 a Under what circumstances is it proper to capitalize factory overhead 

expense in the cost of machinery constructed by a concern for its 
own use: 


Define and explain “reserve for vacation pay” and state the reason for it. 
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c List four types of expenses or charges that should not be included in 
cost of production, 

12 a What is a consolidated balance sheet ? 

b In what circumstances may a consolidated balance sheet and profit and 
loss statement be inadequate from the viewpoint of a stockholder 
or creditor ? 

c Does surplus of a subsidiary earned prior to acquisition form part of the 
consolidated earned surplus of the parent and subsidiary? 

d parent corporation carries its investment in its subsidiary at cost, and 
credits dividends received to current income. Is this treatment correct 
in the case of a dividend paid by the subsidiary out of its surplus 
earned prior to date of acquisition ? 


13 -Explain and illustrate the installment basis of recording profits. 


14 a Several years ago, Corporation A purchased 100 shares of the capital 
stock of Corporation B (representing a 5% interest) for $5,000. 
During the current year $2,000 is received by Corporation A as a 
partial liquidating dividend from Corporation B. What journal entry 
should be made on the books of Corporation A to reflect this dividend ? 

b Corporation C owns 100 shares of Corporation X capital stock, which 
it purchased for $11,000. The outstanding capital stock of Corpora- 
tion X comprises 400 shares. Corporation X declares a dividend of 
one share of stock for each share held, and Corporation C, therefore, 
receives 100 shares of stock as its portion of said dividend; said 100 
shares have a market value of $8,000, when received. What book 
entry shall Corporation C make upon receiving this dividend ? 


15 The partnership agreement between A, B and C (all the partners of The 
ABC Company ) provides for 6% interest on each partner’s capital balance at the 
beginning of the fiscal year and for a salary of $10,000 for A and $5,000 for B 
hefore the profits or losses are divided 33144% to each partner. 

The opening capital balances are A—$20,000, B—$30,000 and C—$40,000; 
the net profit, before partners’ salaries and interest are deducted, is $14,000. 
There were no drawings by partners during the year. 

Submit journal entries to reflect the foregoing, including an entry recording 
the net profit or loss transferred to each partner’s capital account. 


PRACTICAL ACCOUNTING—Part II 
Thursday, November 8, 1945—1.30 to 6 p. m., only 


State your examination number on each sheet. Do not sign your name. 


Consider carefully each requirement of each problem. Designate each solution 
by number. Consider technic and neatness as carefully as mathematics. 


Answer the questions as directed under each group. 


Group I 


Answer one question from this group (25 credits). Indicate selection by a check 
mark (\) placed at the left of the number on the question paper. 


7 Prepare a Statement of Affairs and Deficiency Account for The M M 
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Corporation, which went into the hands of a receiver on September 8, 1944. The 
balance sheet of the company at that date was as follows: 





ASSETS 
Current assets 
Be BS ES Se ES rere Re ON ae Ae ae A Oe Re RRR ne ROR SCI Rr $ 6,500 
AM RE ER OLN ISUD oy 0d a 5:0%ssd. 6:4 os ooo sig ww adia abies Sa aloes $40,000 
Pape UIINE ooo ovaca bia iets. b 6s lovscoilsselevenw eee hepa $ 28,000 
Less: Notes receivable discounted.................. 16,000 
—_—__—_—_— 12,000 
$ 52,000 
EeSE FP URCORET US LOT AG BENS 5 0 obs sds ta diocese oud doen sebiasees 9,000 
pee ee 43,000 
Pa eePR AMERIENE TO RNOINOUIE 005. 54.6 alba ssl voe sabe eso Oks bie es Mea eee EES 900 
RR RPE oo. c no 6 6rdis'a 0's. 4:00 wins WES Oss Sa eMS HRS wie ea Sl enTEe Oe 30,000 
EET TENN nas are os ara irase aierark:s Als wane anor dis latin ee C eee Ree S 1,200 
PaEIU PA OEECSE (00) TIOUES DAVEE Ss c5.6.6 015.0% 0. 0:0 05 0 ales nd gen Recs eee ew ce hos 400 
CY en RE et eee eae ee ne Pen een) Ares $ 82,000 
Investments 
eel Rtocl OF Phe GCORMEEY <6 6:6 6ssneo sds oe saceweteh owes $ 80,000 
Rees ROE, CEROIOS 9-0 5 1014/6 5 nic niardin dee. siaipiwernleien galore aielawelneee 25,000 
INN OIRI 3 F Sucs ashi is woaiaid ad avatatbrd 4-6 nies AcE WTO OR a ee 105,000 
Fixed assets 
NN erro aie 208g g's eos teint re name Owes Scie Sawin Sie oda eee ee $ 30,000 
RT I este nee ei er a Cede lang aie avarakiolevelorgs $150,000 
Less: Reserve for depreciation................ ee 25,000 
——_—__—_ 125,000 
Resin MEN TIMEOPS 06g hace dw sca Screen baat alneeiweees $ 15,000 
Less: Reserve for depreciation.................00- 5,000 
ceperre anes 10,000 
CS COTS I a eR ee ae eee een ae 165,000 
Deferred charge—Discount on bonds... ..........ccccccccccccccccceccsccccce 1,000 
RA RM tos a8 aces aslasnisre Wolo mie btw RODE Redrania tween Sid Ree e alee $353,000 
LIABILITIES AND NET WORTH 
Current liabilities 
SMR NURI 0385.0 516615 K bbw aa aWie eu le 4 aN ew SIN ANE SS ere ead RE RRR $ 85,000 
MINE Sohn eatin chs OS ke ohp ih oa Sna RGSS HA SOW RTO TNR Beeline ae 35,000 
Pee RE ORC RONIL NUDIIOG 58 5 calaiaver kre ph sarc aie 00'S aK abuielaw Se wareseawaeeen s 5,000 
NE ENS a een a Pia ols dienes 66 ein ARN SSEA ROSA mA CSS eRe OTe 2,600 
ee TINS EI Naa. ice x's arty: & dias by udy a Aa Roa a Sed wean ohne $127,600 
Pized Habuities—Donds payable .....«....0.6:65.<0 cs.a0cecwcsdewc sce one sees 100,000 
NN aE ARES 555 /503.5 oS 5.5 ae OS 86 a SLR ew SHIT ON RE $227,600 
RA SR NMR MRD ac Whig ers Sees ara sipRe’0h Bh brid ub Tataivnd BIRG ON Cane cera ai oretve $150,000 
SES nag ihe hr al 163i ees eV sworn wie Son bod Oo MaRS wd WRLa Te aT aw 6k AYA E EN 24,600 


Se 





$353,000 


The land and buildings were mortgaged to secure the bonds payable. The 
estimated realizable value of the land is $20,000. The buildings are expected to 
produce $85,000. 

The U.S. Treasury Bonds having an estimated realizable value of $26,000 at 


OSO December 
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September 8, 1944, were pledged with the First National Bank to secure the 
notes payable. 

The B Company has gone into the hands of receivers, and creditors have been 
notified that they can expect to receive only 70% of their claims in final settle- 
ment. The stock of The B Company had been pledged by The M M Corpora- 
tion as security for the accounts payable. 

Accounts receivable are expected to produce the following amounts: 


I Ninn Seas ese tec c Allee weeara re Oo a ee are a te eae $20,000 
Doubtful (estimated to realize 60%) ......... cece eee 15,000 
BG aio oik 5:4 655 00 HARE OS cow DORE R eRe e Eb ee eh eeteade ns 5,000 
Other assets are expected to be realized upon as follows: 
Wriéepived IsHPance: 66s d5 oc ccic da sieare sea enw nneiewies No value 
INSHOS CECOLVDING: 2 ss 0sib oo cold Cee enne eee ene dew a ee $12,000 
Pariiture ane (enO6 es ois 5: 55 osc eee Ok ace eee ae eee 6.000 
BACK CHANCISE: SELVENIOGY oc as5:cs 04 cdreet woe caudiencusoee ner 35,000 


Of the notes receivable discounted, all of the notes are expected to be paid 
by the makers with one exception, a note to the amount of $1,500. 


8 Prepare a consolidated balance sheet and consolidated operating statement 


from the following data: 
Trial Balances, December 31, 1944 





M FP 

Debits Company Company 
CR se oad a fai is ah aa al nislni shar erasein Masters tr a wate Ge IE $ 100,000 $ 25,000 
PCCOMMRER  SOGCIVA DIE <.o.5:0c ci w-r 9-00.00 59 wielWalenlele ere saislenviela 150,000 75,000 
Plant (Cost fess GEpreciation))- << s:cseee sins no ancients ers 350,000 200,000 

Inventories: 
eee enc NIG Ni 5% lag a. 2's ave mie iee a dum eran woe ee ie Be 60,000 40,000 
WAGERS 9 DE OCESSie.i6 6:5: sh ecasierg: sh aieio nis a staceinal ele sare areretteleas 75,000 50,000 
PITS HOMO So. :k20 oid co vst ne ner Oa Ee aeS Uae 45,000 30,000 
Uae SRIOLEPIaIs: PULCHASEES 6 6 cie ce oits hacawnudoeneseten cee 400,000 250,000 
Manufacturing: labor and EXPENSes...66<ocseecssccvcenns 300,000 200,000 
Oper atin pie KNenses ccs. osiecensice ss a oven teoa tues emoees 225,000 150,000 
Dividends paid December 15, 1944... oc. cccnescincseneas « 90,000 20,000 
Investment in stock of P Company (cost).............-.. 2A5 00 8 83s. Reseda 
$2,070,000 $1,040,000 
Sees ea iN 

Credits 

RRR oi i nay io ceca Vig che Va rach ct tv avs CVO Arata en otek race Ae ee eee $1,095,000 $ 750,000 
PHVICONES: LOCEINCD 6:5 0.05 ion n.s odie enee.cca. ore Romine AE TSOOU ig. ene 
RUT Ste be SEC EIES ts: Coa oss. os ween alee Gk Men ee Tee 900,000 200,000 
Upies- Januar 1. L048 sai casccarn a hermes e ie Menage aee 57,000 90,000 
$2,070,000 $1,040,000 


The M Company acquired 80% of the stock of P Company on January 1, 
1944, and an additional 10% on July 1, 1944. 
The inventories on December 31, 1944, were as follows: 


M P 
Company Company 
AW MACOMAIS: 606405 Sas cS Ceusleme wees $50,000 $35,000 
MWOSKE: 11) PPOCEsS. cio cac ciewees sears 65,000 25,000 
PTMIGHER GOOOS) 6s: cee dav a colreee caer 35,000 10,000 


The M Company bought raw materials during the last six months from P 
Company for $300,000. This represented the latter company’s regular sales price. 
[Assume a uniform rate of gross profit throughout the year. | 
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The M Company had in its final inventory of raw materials $15,000 worth of 
material purchased from P Company, priced at P Company’s regular sales price. 


Group II 


Answer one question from this group (25 credits). Indicate selection by a check 
mark (\ ) placed at the left of the number on the question paper. 


9 Prepare a balance sheet and schedule of cash distributions. 

\ partnership comprised of A, B and C has decided to liquidate its business 
because of declining profits. The partners ask you to prepare a balance sheet of 
the partnership at December 31, 1944, and to devise a schedule showing the 
proper distribution of the available cash. The following facts are submitted: 


dD 


lhe partnership agreement calls for the distribution of profits as follows: 


\, as manager, is entitled to an annual salary of $10,000, plus 20% of the 
salary deduction. The bonus has 

not vet been entered on the books. Interest at the rate of 6% per annum is to be 
1 average invested capital during the year 1944, without regard, how- 
‘current year’s profits or losses. None of the partners has private 


profits before interest allowances but after the 


1 
~e é ] 
ever, » the 
+] 
tl 


at may be drawn on in the event of a deficiency. 


\ trial balance of the company’s books at December 31, 1944, follows: 





UR Eee Fa ine ictal na Mot. cuteeee ale Satie tn acpiengllete Coat S aay Gee 
Accounts eceivable (considered collectible) eens ere 175,000 ot a ee 
emVeRtOTY—DeCEMmDer 31, 1944. occ ciccccs cc Ueicebsie ceawee SOMMER | Ce vive wel 
Eee TIE RTI {LOSE TOBOLVE ) 5k 3 6 sos.6- o's eines «50's 6 sek ws BPNKMN . se eueiavevatace 
Machinery and equipment (less reserve)...............06- E3O;000° i seein 
eM SREIIE RISA UBINIE oe sore Siig isis grenis SEU awe sig Reha U ee Aue.” Seen eats $ 30,000 

0% Mortgage on land and building, maturing August 1, 1945 
Cerra OM NO SANANy 1 UNIO) ol tekekiuleedieoeamaccale alameda 100,000 
PET ACCOUNT ccicicis igs Ais aS RS Claw ewes peeaceweds 5,000 
B—Loan (interest paid in full to January 1, 1945)..........000 wo. eee. 20,000 
eR 8 hie Shen ic angie gre aia. in oe kos ed SS ROSIN FOO a Sees 
pee cs ze sas\crhe a i AW caverckiva ARDS. Sceitasca la lenibhe Re S900U  aewtiene 
Ne Ry ya's Sininr Ae Masia Oks DOWNS ETE RAa Rese epee 270,000 
PE icine ei sls wcioar Rosie maCoawnsae esau inate.  »ceetieres 375,000 
DT ee ene ae ee ji eionear Rear 325,000 
REE hr ee yin oh aan eee baaeesaeamen  Weleatee 1,500,000 
TE WES ES eee, See eC eS eee Oe eee Oe Sees LAS ODO. (| vcteetees 
a Jud bie weloeiaes sake TOO ee 
SIR SCE EY See ane eee a Pra ISCO sk waracarns 
$2,625,000 $2,625,000 


1 


The partners accepted the plan of distribution presented by you and, on 
January 10, 1945, made the distribution called for by your statement. A was 
appointed to take charge of liquidating the business at an annual salary of $6,000. 
You are requested to make up distribution statements for each three months until 
the business is liquidated, so that the receipts may be disbursed promptly. 


6S2 ° December 











1eck 


100 
KW} 
100 


HO) 
JO) 
OO 
JOU 


10g) 


yn 
as 
). 
til 





C.P.A, Examinations given by the University of the State of New York 


The liquidation of the business by A resulted in the following cash collections 
for two 3-month periods: 


On Accounts receivable: 


January I——Moarch) dla. 2.05 Secieuie vo daeerencues $50,000 
PUDStl Ts fiine: SO. 5 a sce .ac eave cea iue waninurne waren 50,000 
Machinery and equipment sold, at book value: 

Januaty I—Miateh: Sic ss ccccaataciceansaie cone $35,000 

Pupil Fue: SO os 3:0 a Cac os cca calecateeeaaen 25,000 
On March 1, 1945, B offers to purchase the land and building at a valuation 
of $350,000 and to assume the mortgage and the interest payments thereon. A 
and C immediately accept the offer. Because of the probability of a deficit in B’s 


remainder interest, B on the same date gave to the partnership a $30,000 second 
mortgage on the land and building in complete and final settlement of his account. 

On March 20, 1945, as a separate transaction, A agreed with C to accept the 
junior mortgage as a distribution to his account at a discount of 20%. 

The entire inventory was sold for cash on March 25, 1945, at book value. 

From the above information, prepare the statements asked for by the partners, 
giving effect to the above transactions and to the quarterly distributions. The 
final distribution was made on June 30, 1945, the assets remaining unliquidated 
at that time having no value. 

10 Prepare a balance sheet and operating statement from the following data: 

4 BC MANUFACTURING COMPANY 
Trial Balance, December 31, 1944 


Debit Credits 
MRS PY 5 fi iec aa ps Sie Bi reaeesse K Roy ies gl WRAL Sia Wliee waar Grn wor er ees SSG000: jj.§ “asisdses 
PICCOMEES. POCERUAIIE x5 6's 0: s:vieo.a1a 8 ora othr eleiale Sarre eae T5S0000- © cacees 
Réserve OF CisSCOUNtS 636: 6:000.4-5557¢ 6aske tele ewer neemousvene, —iwaeares $ 9,000 
Inventory of raw material, January 1, 1944................ 100,000 —— ‘semace 
Inventory of work in process, January 1, 1944............. WOU  “ waaseat 
Inventory of finished product, January 1, 1944............ (iA) | | Sco. c 
MaGhiMOry: (AN TRtGLES -'5<4 <6 ois ccs tn bo aeere mw Fleece cues GO000 i Kncaes 
ROSCRVE FOP GENECCIAUION 66.6.0 55 5a ice cacaseearesereeeaeeee  vapmeeaa 15,000 
PREDAIG OXDENSES: © 26:5 Ciwiieh cee ceas ede menieh emacs 2000 — Somers 
PL GU CRUES 810. VA EBLE =i. 0d cr0 Waele areca ae werere mare Grate lap ge eieuh oem eeaeenete 30,000 
BENT) tS (yc) A on a erin nr eee rn rae ec ML Se pf: 200,000 
Undivided pronts.. css. cs. csncecaess cage ceyensmeianenee | | areas 176,200 
SRR 2c. 5oc oso. 3 Sig Re aLS Soe @ evailaleuni Riad WO nal © ecejal erate Aiea era Gx aker eiorauaeiel ere oar 552,000 
Discounts and allowances on sales. hc. cx.c oscwcccnnceeeus SOOO © “vreau 
PUSEHASES-—-Raw Watevial «6<s:<c-c0 succes tine ews vane 194400 jj § svsdes 
BUN 7, Nada srasSparb cht: Cah. dS csi Ne ONE ee eG TOS THSS5G, “suntan 
Manufacturing expenses ..... ET ee ee 149900  — ...... 
PRCTUCCIR URED 502.4 5u. <4 4509, dua aia ier @ Wane is Sa eae ee 3000; 88 = is ee 
Beliiet EMNENSCS 66s cic ics sede ores Soho Pave ci re al a 48,750 hie Ges 
RGN ETA) GHPOISES 25. acaie.n sik cis wid oieias See caine Gee ei aeie aa ee AZ4QG  chocar 








$982,200 $982,200 


The company manufactures a specialty product from a variety of raw 
materials. Three different kinds—A, B and C—are produced, and based on 
previous experience, the cost is estimated to be: 


} 


A B C Average 
Material. saxscs cet $10.00 $ 8.00 $ 6.00 $ 8.00 
BNO catia sree 6.00 6.00 6.00 6.00 
Ol}yyerhead | «6666-65 6.00 6.00 6.00 6.00 
$22.00 $20.00 $18.00 $20.00 
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The company used the average cost of $20 in valuing the opening inventory 
and fixed the sales price for the year at $30 per unit. No record is available of 
the quantities put in process or produced of each product, but the $552,000 sales 
were found to be made up as follows: 


ae gee 10,400 units 
og eres units 
ST Coe Ge eee 4,100 units 
18,400 units at ==> $552,000 


The opening —— of work in process was comprised of: 700 units (200 
of A, 300 of B and 200 of C), with material cost $5,600, labor cost $2,100 and 
overhead expenses $2,100—total $9,800. 

The opening inventory of finished goods consisted of 1,100 units (300 of A, 
500 of B and 300 of C) at the average cost of $20 each, or $22,000. 

The inventory of work in process at the end of the year is 1,000 units (600 of 
A, 300 of B and 100 of C). Each is completed to the extent of one half, as to 
labor and overhead expense, but contains all of the material cost. 

The inventory of the finished product at the end of the year is 1,700 units (200 
of A, 500 of B and 1,000 of C). 

The inventory of raw material at the end of the year is $80,000. 


100TH ACCOUNTANT EXAMINATION 
COMMERCIAL LAW 
Friday, November 9, 1945—9 a. m. to 12.30 p. m., only 





READ THESE INSTRUCTIONS BEFORE WRITING YOUR ANSWERS. 


State your examination number on each sheet. Do not sign your name. Designate 
each answer by its number, in margin at left of ruling. Do not rewrite the question 
either wholly or partly in your answer. Consider each part of each question before you 
write your answer. Write legibly. State answers clearly, completely and concisely. 
File sheets of your answers in the serial order of the questions. 








Answer the questions as directed under each group. Papers entitled to 75 or 
more credits will be accepted. 


Group I 
Answer all questions in this group. 
1 a (1) What essential information would an accountant expect to find in a 
certificate of incorporation ? 
(2) Name five items that are of particular importance when making an 
audit. 

b Define and differentiate the capital and capital stock of a corporation. 

c What is your opinion of the action taken by the board of directors of a 
corporation as to (1) dissolution, (2) amendment of the charter, (3) 
Increase or decrease of capital stock, (4) consolidation with other 
corporations, (5) sale of all of the corporation’s assets? Explain. 


2 a Adams delivered goods to a warehouseman and received a negotiable 
warehouse receipt for the goods. Yates recovered a judgment against 
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Ory Adams and sought to levy on Adams’ goods in possession of the ware- 
> of houseman. Can Yates levy on or seize the goods? Can the ware- 
ales houseman be compelled to deliver the goods to Yates? Explain. 


L 


S 


Bowen had two trucks, No. 1 and No. 2, which he delivered to repairman 
Young to have certain repairs made. Young, after making repairs to 
truck No. 1, delivered it to the owner, Bowen, without payment for the 
repairs. Young then refused to return the other truck, No. 2, until the 
repairs to truck No. 1 were paid for. Give your explanation of the 
position of both Bowen and Young in this circumstance, at common 
law. 

c Farmer Andrews delivered to Bates. one thousand bushels of apples; 

A Bates agreed to “return to Andrews one gallon of cider for each bushel 

of apples.” Was this a bailment or a sale and why? 

Allen, without receiving any consideration, and for the accommodation of 

to Brown, signed a promissory note payable to Brown, who endorsed it, 

for value, to Cox. When Cox took the note, he knew that Allen 

200 received no value and was only an accommodation party. Brown is 
irresponsible and Cox sues Allen on the instrument. Can Cox recover 
from Allen? If not, why? If so, why? 

Amos, who was 17 years old, gave a note in payment for goods to Blue, 
who endorsed it to Coty, for value, before maturity. The note is not 
paid at maturity. Coty sues Amos and Blue. Both Amos and Blue 
set up the infancy of Amos as a defense. Can Coty recover from 
Amos; or Biue; or both; or neither? Explain. 

4 a Alex agreed with Bowers to relinquish a part of a debt due Alex from 

}owers if Bowers would pay the balance. This was reduced to writing 
and signed by both. Is this a valid contract? Explain. 

. b Aaron writes Bateman, offering certain merchandise at $500. Bateman 

sends a letter of acceptance by return mail on the day he receives 
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Sis Aaron’s letter. When does a contract arise? Explain. 

rou c Ace contracts for the sale of 5,000 tons of steel rails, agreeing to ship 1,000 
ly. tons per month. He ships 400 tons the first month. Must the buyer 


go on with this contract? Give your reasons. 
A memorandum of sale, naming the buyer and seller, under the statute 
or of frauds, was signed by the buyer but not by the seller. Can the 
seller hold the buyer liable in an action on the contract of sale? 


5 a A person gratuitously undertakes to do an act for another. 
(1) What is his liability if he omits to do it and loss thereby occurs ? 
(2) What is his liability if he attempts to do it and does it so negligently 


— 
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a that loss occurs? 
b Ajax, conducting a business under his own name, made his promissory 
an note to Brown’s order for a purchase of goods. Later Brown dis- 


covered that Ajax was in fact conducting the business as agent for 
Coates. The note was not paid at maturity. What are Brown’s rights? 
Discuss fully. 

3) c An agent was instructed by his principal to purchase certain bonds at a 
certain price on a certain date. The agent was informed, from sources 


a he believed to be reliable, that the next week the bonds would be lower 

in price. He waited, but the bonds increased in price above what they 
le were on the day the agent should have bought them. Is the agent per- 
st sonally liable for the extra cost? Explain. 
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Group II 


Answer five questions from this group. Indicate the questions answered by a 
check mark (\ ) placed at the left of number on question paper. 


6 a In the absence of directions in the trust instrument, what are the duties 


of a trustee as to 
(1) Income received from bonds purchased at a premium? 
(2) Income from a wasting asset, such as royalties from a patent ? 
b What are the responsibilities of a trustee as to payments chargeable to (1) 
principal, (2) income ? 
¢ which of the following charges are chargeable to principal and which are 
chargeable to income of a trust ? 





(1) Cost of litigation to construe the meaning of trust provisions 
(2) Cost of creating or continuing the trust 

(3) Premium on trustee’s bond 

(4) Cost of finding trust assets 

(5) Insurance 

(6) Interest on mortgage 

Define bill of lading. 

What is (1) a straight bill of lading. (2) an order bill of lading ? 


N 


—_ 


c What four purposes are served by shipping goods under order bills of 
lading? Explain. 

d Anson met Box and said to him, ‘For what will you sell me 500 barrels 
of flour?” Box replied, “Ten dollars a barrel, cash on delivery.” 
Anson said, “All right, I accept; deliver the flour to my warehouse 
tomorrow morning.” Flour immediately dropped in value and was 
worth $8 a barrel when Box tendered the flour to Anson the next 
morning. Anson refused to accept at the price agreed upon. What 
can Box do? 

8 a Abel, of the firm of Abel, Brewer and Colt, makes a contract with Dane 
for partnership purposes. Abel is guilty of fraud in the making of the 
contract. Brewer and Colt are entirely ignorant of the matter. Dane 
sues Abel, Brewer and Colt. Is the firm liable? Explain. 


—— 


Arrow was admitted into the firm of Byrns and Company on January 1, 
1944. At that time the firm was indebted to several creditors, includ- 
ing Conick. The firm thereafter became insolvent, and, the assets of 
the partnership and the other partners being insufficient to pay the 
partnership debts, Conick sought to hold Arrow personally liable for 
the deficit in his claim. Could Conick do so?) Why? 

c By written agreement between the copartnership, Yates and Zachary, 

and Daniels, their emplove, Daniels is to receive for his services to 

Yates and Zachary a certain percentage of the profits of the business. 

Does Daniels thereby become a partner (1) as to Yates and Zachary, 

or (2) as to third persons? Explain. 


d Which, if any, of the following acts may be performed by a partner of 
any number of partners (less than all in a going partnership business ) 
without the consent or authority of all the partners.- 

(1) Assigning the property of the partnership for the benefit of creditors 
(2) Disposing of the good will of the partnership 
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(3) Doing any act which would make it impossible to carry on the ordi- 
nary business of the partnership 

(4) Confessing a judgement 

(5) Submitting a partnership claim or liability to arbitration or reference 


9 a What is the liability of a common carrier of (1) merchandise, (2) passen- 

gers? 

b A railroad company transported goods to their destination and notified 
the consignee that the goods were ready for delivery. The consignee 
did not call for the goods until a week later. The day before he called 
for the goods they were destroyed by fire without the negligence of 
the company. Is the railroad company liable for the loss of the goods ? 
If so, why? If not, why not? Explain. 

c A stauon agent of the X. R. R. Company, through error, quoted a lower 
freight rate to a shipper than the real rate. A contract was made to 
ship and transport goods at the quoted rate. When the error is dis- 
covered by the railroad company, can the contract be rescinded by the 
carrier? Why? What principal is involved in this question ? 

d A shipper delivered goods to a railroad company for shipment. The train 
was derailed by train wreckers and the goods stolen. Can the shipper 
recover the value of the goods from the railroad company? If so, 
why? If not, why not? Explain. 


a Allen and Bell are cosureties on a debt of Covey to Dixon for $12,000. 
Covey fails to pay. Allen is compelled to pay Dixon $8,000 in partial 
payment of the debt. Allen sues Bell, his cosurety, for $4,000 eontribu- 
tion. Can Allen recover $4,000 from Bell? State the reason for your 
answer. 


1( 


b Define and distinguish between a suretyship, a guaranty, and an 
indemnity. 


11 a During 1942, Jone Roe received a salary of $3,500 from employer Austin 
and a salary of $2,500 from employer Byrd. Assuming that each 
employer was subject to the social-security taxes on his employment, 
what federal social-security taxes had to be paid for 1942 on John Roe’s 
salary by (1) the employers, (2) the employee ? 

b Is the federal old-age and survivor-benefit tax paid by the employer and 
employee during 1942 deductible from gross income for federal income- 
tax purposes f 
c (1) What three essentials are.necessary for an employee to become eligi- 
ble for old-age benefits under the federal social-security laws? 
(2) Is actual and complete retirement necessary ot obtain old-age bene- 
fits? Explain. 
12 An accountant, in making a cash audit of the John Jones Company, finds 
1e cash drawer the three papers qué ited or described below. Give your opinion 
as to the classification, the negotiability, and the valuation of each. 
a “First National Bank 
New York, N. Y.—May 1, 1944 
This is to certify that John Doe has deposited with this bank one thousand 
dollars ($1,000) payable six months from date, with interest at four 
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per cent per annum upon return of this certificate properly endorsed. 
B Cashier” 
b “May 1, 1944 
Due John Jones Company one thousand dollars 
T. A. Smith” 
c A note payable to John Jones Company from a customer in England 
payable in New York in English pounds, shillings, pence. 





100ruH AccoUNTANT EXAMINATION 
THEORY OF AUDITING 
Friday, November 9, 1945—1.30 to 5 p. m., only 





Read and consider carefully each question before answering. Write your answer 
clearly and concisely, being particular to express your own knowledge, for on that is 
based the rating. Avoid quotations from authors. Designate each answer by number 
and check (\V) the number on the question paper, but do not rewrite the question as 
part of your answer. 

Credit will be allowed not only for accuracy of answer but also for technic. 

Do not sign your name to the paper. State your examination number. 


Answer the questions as directed under each group. Papers entitled to 75 or 
more credits will be accepted. 
Group I 
Answer all questions in this group. 


1 ‘YTabuiate all the audit points relating to the verification of the surplus and 
the capital stock, that are necessary for the certification of a balance sheet of a 
medium-sized corporation having a substantial number of stockholders, when the 
corporation acts as its own transfer agent, etc., 

a In the first audit made of the corporation that has been in existence over 
20 years 

b In a later audit engagement for the same corporation after a lapse of 
5 years 

2 Would you differentiate a balance sheet from a statement of assets and 
liabilities? Would there be any difference in your auditing procedures and the 
certifications you would issue for these two types of statements? Explain your 
answers fully. 

3 When engaged to audit Corporation A for credit purposes, you find another 
corporation affiliated with them. Substantial advances have been made to the 
affiliate by Corporation A. The accounting department of Corporation A also 
keeps the books of the affiliate, and the officers of Corporation A are also the 
officers of the affiliate. No arrangements have been made to audit the affiliate for 
whom Corporation A manufactures certain products. Under these circumstances, 
what is the minimum attention it is necessary to devote to the affairs of the affiliate 
and to its relations with Corporation A? Explain fully. 

4 Does the auditing procedure in a cash audit differ from the verification of 
the cash account in the course of an audit undertaken for the certification of a 
balance sheet for credit purposes? Explain your answer fully. 
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5 Outline your procedure in the verification of accounts receivable of a mer- 


chandising concern. 


Group II 


Answer five questions from this group. Indicate the questions answered by a 
check mark (\ ) placed at the left of number on question paper. 


6 Under what conditions should an auditor recommend a detailed audit? In 
the course of such an audit, what three fundamental questions should be borne in 
mind ? 

7 In your audit of the accounts of a corporation you find that the Board of 
Directors authorized the payment of $100,000 to the trustees under a bond 
wnking-fund indenture. The trustees purchased 90 of the company’s $1,000 bonds 
at YO, plus accrued interest on each bond of $5. 

The bookkeeper charged the sinking-fund cash account with the amount 
authorized by the Board of Directors and credited the sinking-fund cash account 
with the cost of the bonds, plus accrued interest thereon. The surplus account 
was credited with the difference between the par value of the bonds and the 
amount paid therefor, plus accrued interest. 

As the auditor, would you accept the entries as made? Explain your answer, 
giving reasons. 

8 When making the first audit of a corporation, you find that it had been 
rganized and had commenced business in 1940. The authorized capital stock 
as 10,000 shares of $100 par value each. One half of the authorized capital 

stock was issued to the incorporators for all their right and interest in certain 
patents, applications, etc. ‘These patents covered a new article for which the 
market was unknown and speculative. By 1944, a wide market had been estab- 
lished on a very profitable earning basis, and it was determined that the patents 
iad an earning power many times greater than the par value of the original stock 
issued therefor. Thereupon, the corporation issued the remaining half of its 
authorized capital stock to its stockholders in the same proportion as the issue of 





the first half. 

As the auditor, do you approve of this procedure and, if so, what steps and 
entries would you advise the company to make? Give reasons. 

9 Tabulate the important auditing procedures directly relating to the verifica- 
tion of the total inventories of a manufacturing plant and any correlated proce- 


dures involved in a detailed audit for an unqualified certification of the balance 
sheet. 
10 As auditor in the balance-sheet presentation of Notes and Acceptances 


Payable, explain what differentiations are necessary, in general and in particular, 
in the case of an importer’s direct liability under banker’s acceptances. 

11 Name the three usual methods of analvsis an auditor uses to determine 
financial progress of a corporation. By using assumed figures, show how vou 
would determine the ‘‘fund basis” of a machinery account when there have been 
purchases and sales of the asset between basic dates and the account has been 
subject to depreciation. 

12 Outline briefly the system of internal check that you, as an auditor, con- 
sider adequate to control the commodity sales of a retail ice-delivery corporation 
utes to a division and between 300 and 








operating two divisions with about 2: t 
25 customers to a route. Trucks ar | from an icehouse in each division. 
ustomers’ accounts at eek nonthl r seasonal. A very few cash sales 


yy drivers of the trucks. 
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PROFESSIONAL COMMENT 








Mr. J. B. C. Woods, Chairman of the 
Society’s Committee on State Taxation, 
has made the following statement: 

Many of our clients have received 
credits under Section 577 of the New 
York Unemployment Insurance Law 
with result that they should be paying 
less than 2.7% on New York taxable 
payrolls of 1945. In order to protect 
this credit and to prevent it being auto- 
matically passed on to the Federal Gov- 
ernment, care should be exercised in 
filing Treasury Department Form 940 
for the calendar year 1945. In this 
connection a letter from a local Collec- 
tor of Internal Revenue contains the 
following statement : 


“The Bureau has considered this 
problem and decided that, if the law 
of the State of New York is certified 
by the Social Security Board as pro- 
vided in Section 1602 of the Federal 
Unemployment Tax Act, any con- 
tributions which a taxpayer is re 
lieved from paying under the experi- 
ence rating provisions of such law 
may be allowed as additional credit 
against the Federal tax as provided 
in Section 1601(b) of the Federal 
Unemployment Tax Act upon prop- 
er certification to the Bureau by 
authorized officials of the State. 
“Form 940 has been printed for the 
calendar vear 1945 and is substan- 
tially the same as the form used for 
the vear 1944. Schedule B was not 
revised to provide for the special 
features involved in connection with 
the New York plan. However, it is 
not believed that any serious diff- 
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emplovers who have been 
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the best method of reporting such 
contributions, it 1s suggested that 


emplovers use Columns (1), (2), 
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(7), and (8) of Schedule B. Col- 
umn (8) will, of course, show the 
contributions actually paid in cash 
by the particular employer with re- 
spect to the calendar year. In Col- 
umn (7) should be entered the 
the amount of contributions the em- 
plover has been relieved of paying 
during the calendar year 1945, that 
is, the amount of contributions used 
by reason of the credit granted by 
the State as distinguished from the 
amount actually paid in cash as re- 
ported in Column (8).” 

Inquiry of the Social Security Board, 
as to whether the New York law has 
heen certified, brought the following 
answer : 


“This is in reply to your letter 
dated November 16, 1945, in which 
you. request information as_ to 
whether the Social Security Board 
has certified the New York State law, 
as amended, so that New York tax- 
payers may obtain additional credit 
against the Federal unemployment 
tax imposed by Section 1600 of the 
Internal Revenue Code. 

“Actual certification of State laws 
is not made by the Social Security 
Board until the 31st day of December 
in each vear as provided in Section 
1602(b) of the Internal Revenue 
Code. However, the New York 
agency has been advised that its law. 
as amended, is certifiable. There is 
nothing pending before this Board 
which will preclude certification of 
the State law on December 31, 1945.” 
It seems clear, therefore, that the 
New York law under which the credits 
were granted is in such terms as to 
insure the credit being retained by tax- 
payers, provided due care is taken in 
fling Form 940, 
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Professional Comment 


Social Security Tax Form Revised 


The Society has been requested by 
the Social Security Board (Field 
Office, 11 West 42nd Street, New York 
City) to remind practitioners that 
“Employer’s Application for Identifica- 
tion Number”, Form SS-4, used for 
registering employers for purposes of 
filing Federal Social Security tax re- 
turns, was recently revised by the 
Treasury Department. “All Forms 
SS-4 dated prior to the revision of 
January 1945 are obsolete and should 
be destroyed,” according to the Social 
Security Board, which further states: 

“When an obsolete Form SS-4 


used, it necessitates correspondence 
with employers to obtain the additional 
information now required on the new 
form. This, in turn, may cause delay 
in the issuance of the indentification 
numbers and the receipt of the em- 
ployer’s quarterly tax blanks 

‘Accountants who assist employers 
in completing Forms SS-4 should use 
only the January 1945 revision. In 
this way, you can avoid unnecessary 
inconvenience to your clients as well as 
to the Government. The new Forms 
SS-4 can be obtained from any Social 
Security Board field office or at any 
office of the Collector of Internal 
Revenue.” 


SECURITIES AND EXCHANGE COMMISSION 


Accounting Series—Release No. 53 
November 16, 1945 
In Matter of “Charges in Lieu of Taxes” 
* * *” +. * 

Statement of the Commission’s Opinion 
Regarding “Charges in Lieu of Income 
Taxes” and “Provisions for Income Taxes” 
in the Profit and Loss Statement. 


The purpose of this statement is to outline 
the Commission’s views in the matter of so- 
called “Charges in lieu of income taxes” and 
of “Provisions for income taxes” which are 
intentionally in excess of those actually ex- 
pected to be payable; to give the reasons for 
that opinion; and to state its views on the 
points which certain accounting firms have 
made in connection with the principles dis- 
cussed herein. 

For some time there has been growing up a 
practice, tolerated by some accountants and 
sincerely advocated by others, pursuant to 
which the current income account is charged 
under the heading of income taxes or charges 
in lieu of income taxes, not only with the 
income taxes expected to be paid by the com- 
pany but also with an additional sum equiva- 
lent to the reduction in taxes brought about 
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year! Certain public utility companies have 
included such charges and excessive income 
tax provisions among their Operating Ex- 
penses. This additional charge against in- 
come is, in most cases, offset either by a credit 
to surplus or by utilizing the reduction for 
some special purpose such as eliminating a 
portion of unamortized discount on bonds. 
The amount of the estimated reduction has 
been colloquially termed as “‘tax saving” and 
the general problem is loosely referred to as 
the “treatment of tax savings.” 

This practice with its variants has caused 
the Commission some concern and it seems 
desirable now to state our views as to the 
accounting procedures appropriate in such 
situations and to give the reasons for them. 
In summary, our conclusions are as follows: 


1. The amount shown as provision for 
taxes should reflect only actual taxes 
believed to be payable under the applic- 
able tax laws. 


bo 


It may be appropriate, and under some 
circumstances such as a cash refunding 
operation it is ordinarily necessary, to 
accelerate the amortization of deferred 
items by charges against income when 
such items have been treated as deduc- 
tions for tax purposes.* 

d on differences in the accounting treatment of certain 
For example, losses and expenses which 
period were not also taken as deductions in the profit 
suse of differences in accounting methods ich items 
s years, or were being charged off directly to surplus 
nst income in future years 
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3. The use of the caption “Charges or pro- 
visions in lieu of taxes” is not accept- 
able. 

it is determined, in view of the tax 

‘ffect now attributable to certain trans- 

tions, to accele rate the amortization of 

yr to write off losses 








means of charges to the income ac- 
count, the charge made should be so 
captioned as to indicate clearly the ex- 
penses or losses being written off. 
5. The location within the income state- 
‘nt of any such special charge should 
epend on the nature of the item being 
written off. In the case of a public 
utility, for example, a special amortiza- 
tion of bond discount and expense should 
not be shown as an operating expense 
but should be classified as a special item 
along with other interest and debt 
service charges in the “other deduc- 
tions” section 
6. It is appropriate to call attention to the 
existence of the special charge by the 
ropriate explanatory language 
‘tion with intermediate balances 


ind totals. 





















7. In the preparation of statements reflect- 
ing estimates al future earnings, it is 
ordinarily permissible to reflect as in 
come taxes the amount which it is ex- 
pected will be payable if such earnings 
are realized provided, of course, the 

tions as to the tax rates are dis- 

8 ration of statements which 

to “give effect” to specified 
. the provision for taxes 
may, depending on al! the facts and cit 
cumstances, properly represent either 
(a) the actual taxes paid during the 
riod adjusted to give effect to the 
specified transactions, or, (b) an esti- 
mate of the taxes that it is expected will 
be payable should the income of future 
vears be equal in amount to the adjusted 
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The reasons for our views can best be 
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income shown in the statement. The 
statement should, of course, clearly 
show what the provision for taxes pur- 
ports to represent. 


yped by using the facts relating to a 


ration statement recently filed by the 
ia [Electric and Power Company 
ich we took a position in the matter. 

t 


pical of most cases in which this prob- 


ints who certified the financial state- 
in that case have since appeared beiore 





The discussion of this case and of 
neral problem which it typifies will be 3 








fe . e ° e +! 

ited under the following main headings: : 

The ground of the Vepco Case— i 
A brief description of the registration 

and of the transactions giving rise to ’ 


e problem. 
The Certified Financtal Statements 
Originally Filed—A description of the 

rtified financial statements originally 

















filed, pointing out briefly our difficul- l 
ties with the way in which the so- a 
called “tax saving” was handled. v 
Amendments to the Certified State- - 
ments—A description of the certified 
income statéments after each of the : 
amendments, pointing out briefly in . 
each case our objections to the treat 2 
ment accorded tax provisions and “tax : 
The Pro Forma Income Statements— r 


A brief description of the pro forma 
filed, pointing out our ob- \ 
the treatment of taxes in 


nts originally filed. 
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Professional Comment 


description of the financial statements 
and ratios set forth !n that opinion 
which were criticized in some re- 


ing accountants in 





spects by the certify 
their discussion of this problem. 
VI. The treatment of 
Financial Statements Filed with This 
Commission—A detailed discussion of 
the considerations underlying our 
views as to the treatment of income 





“Tax Savings” in 








taxes and of so-called “tax savings.” 


The Background of the Vepco Case 


On March 23, 1945 the Virginia Electric 
1 Power Company (VEPCO) filed with 
is Commission under the Securities Act of 





1933 a registration statement covering its 
First and Refunding Mortgage Bonds, Series 
E. The statement after being amended sev- 
times became effective on April 20, 1945 
to $59,000,000 of such bonds. Certain 
ancial statements of VEPCO included in 
e registration statement were certified by 
Lybrand, Ross Brothers & Montgomery. 
Those of Virginia Public Service Company, 
a company recently merged with VEPCO, 
were certified by \rthur Andersen & (¢ 
Several days after the amended statement 
became effective, representatives of both 
[ its appeared 











firms of certifying acc te 
before the Commission to discuss certain 
accounting questions as to the treatment of 


income taxes and oi the so-called “tax- 

In the registration statement filed by 
VEPCO, certified financial statements for 
the vears 1942, 1943, and 1944 were filed tor 
VEPCO, for Virginia Public Service Com- 


had been 





































which | rged with VEPCO 
Mav 26, 1944, and for the two companies 
combined. In addition, there were filed “ad- 
justed” balance sheets and income state- 
m designed to give effect to the merger 
with Vir Public ice Company, 
tl sale of certai 1 perties, 
e proposed refin 1 ¢ uin related 
tments 
The accounting and “tax ings’ issues 
centered on the treatment to be accorded the 
= 
SI te 1 as \ 
President v Proc] 
V EPCO st tems n t te th 
€ mortizat n s¢ 
t t by whic] Id 
for t purposes 


following three items which arose out of 
transactions that had occured in 1944: 


1. Premiums and expenses incurred in 
refunding VEPCO’s bonds, amounting 
to $2,383,096.46.° 

2, A loss of $3,418,715.16 sustained upon 
the sale by VEPCO of certain trans- 
portation properties. 

3. An item of $600,949 said to arise out 
ot the asserted fact that the normal 
depreciation on certain plant facilities 
was substantially less than the amor- 
tization of such facilities taken for tax 
purposes at 20° per annum under 
Section 124 of the Internal Revenue 


Code.’ 

In the original registration statement, and 
in all of the amendments, the registrant and 
its accountants took the position that the 
income staiements should be prepared in 
such a way as to reflect therein charges 
equal to what it was estimated Federal 
excess profits taxes would have been had not 
the special transactions occurred. In_ the 
original filing the provision for excess profits 


taxes was shown as an operating expense 





not in the amount expected to be paid but in 
the amount that would have been payable had 
not the three special items existed. Atter the 
second amendment, the provision for excess 
profits taxes was shown at what was actually 
estimated to be current year 
under the applicable tax law, but a separate 
additional charge, specially described, was 
also included among the operating expenses 
in an amount equal to the difference between 
he provision for actual taxes and the esti- 
I > been needed 
had not the three items existed. The third 
and fourth amendments altered the descrip- 
tion of these special charges, and their po- 
it i income account. The wording 


payable for the 



















mated provision that would h 





of some of the other related captions was 
As finally amended. special 
i rtions of the premium 


emption of the bonds 


also modified. 





and of loss on sale of properties were wholly 
excluded from the operating expenses and set 
rate item of “deductions from 
» adjustment within the income 
t based on the treatment of emergency 


account Da 





incom 














facilities was eliminated. The extent to 
which this presentation reflects the views 
expressed in this opinion will be pointed 
out later. 

In Exhibits A, B, C and D there are 
presented the relevant portions of the 1944 
income statement as originally filed and 
after each amendment. 


II. 


The Certified Financial Statements 
Originaily Filed 

The Commission’s directly applicable ac- 
counting requirements are found in Rules 
3-01 (a), 3-06, 5-03 and 11-02 of Regulation 
S-X. The pertinent portions of the rules are 
reprinted in the margin: 

It is apparent that these rules called for 
the careful segregation and clear descrip- 
tion of any conrecurring or unusual items 
charged or credited to the income account 
or to earned surplus. The plain import of 
caption 15 of Rule 5-03 is that there shall 
be shown thereunder only amounts actually 
provided for income taxes. 

With those requirements in mind we 
turn to the income statement originally filed 
by the registrant, and certified by its account- 
ants, purportedly in conformity to the re- 
quirements of the Securities Act and the 
rules and regulations issued thereunder. 

As will be seen from Exhibit A, there 
was set forth in the 1944 income statement, 
as an operating expense, an amount for excess 
profits taxes equal to what the registrant 
computed would have been the amount of 
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such taxes had none of the three special items 
existed. This excess profits tax figure ap- 
peared under the caption, “Taxes, excluding 
reductions shown separately below or applied 
against items charged directly to surplus.” 

The reduction in taxes attributed by the 
registrant to the excess of the tax amorti- 
zation of emergency facilities over the normal 
depreciation thereon was added back to net 
income at the very bottom of the statement 
under this caption: 

“Reduction in Federal income and excess 
profits taxes resulting from the amortiza- 
tion of facilities allowable as emergency 
facilities under the Internal Revenue Code, 
which facilities are expected to be em- 
ployed through their normal life and not 
to replace existing facilities.... $609,949.” 

The sum of this item and of a figure labelled 
“Net Income” was described as “Balance 
transferred to earned surplus...” 

In the related surplus statements, charges 
were set forth in respect of the refunding 
costs and the loss on sale of transportation 
properties as follows: 

“Loss arising in connection with sale in 
1944 of transportation property, less re- 
sulting reduction in Federal taxes on 
WNGOGIO (oA tok carsales a eaten $1,361,842.16” 

“Redemption premiums and expenses in 
connection with refunding of bonds, less 
resulting reduction in Federal taxes on 
INCOME snes OR re: $291,919.46” 

There were no notes to the certified income 
or surplus statements in further explanation 
of these items.* 


7a. Rule 5-03 (Profit and Loss or Income Statements) Caption 15—“Provision for income and excess 
profits taxes.—State separately (a) Federal normal income and excess profits taxes; (b) other Federal 


income taxes; and (c) other income taxes.’ 


b. Rule 5-03, Caption 12 


“Miscellaneous income deductions.—State separately, with explanations, any 
, 


significant amounts, designating clearly the nature of the transactions out of which the items arose.’ 


ec. Rule 


11-02 (Statement of Surplus) Captions 3 and 4—‘3. Other additions to surplus.—Specify. 


Jf two or more of the classes of surplus specified in the rule as to the form and content of the particular 


valance sheet are stated in one 


amount, the nature of other additions to surplus (caption 3) and of other 


eda ictions from surplus (caption 4) shall nevertheless be so designated as to indicate clearly their classi- 


fication in accordance with such applicable rule. 4. 
Specify. See caption 3.” 
d. The second sentence of Caption 2B of Rule 


Deductions from surplus other than dividends.- 


5-03: “A public utility company using a uniform 


system of accounts or a form for annual report prescribed by Federal or State authorities, or a similar 
Sy stem | or report, may follow the general segregation of operating expenses prescribed by such system or 


re port.’ 


e Rule 3-01 (a) 
generally acce pte d terminology, as will best indicate 


provisions applicable theret 








“Financial statements may be 
their significance and character in the light of the 


filed in such form and order, and may use such 








f. Rule 3-06—“The information required with respect to any statement shall be furnished as 
r requirement to which shall be added such further material information as is necessary to m see 
the required statements, in the light of the circumstances under which they are made, not misleading 
This rule shall be applicable to all statements required to be fi iled, including copies of ‘statements required to 


e filed in the first instance with other gover 








ental agencies.’ 





SIn the 1942 income statements of Virginia Public Service Company a similar transaction was 
explained by m i footnote whic h if read in conjunction with the surplus statement disclosed the 
tetal refundi The note read as follows: 
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statement as originally 
and certified by its 
accountants, did not comply with the 
requirements and in our opinion 
misleading in the following im- 


1944 income 
by the registrant 


clearly 


tant respects: 


The total loss on sale of transportation 
was not shown. 

efunding expenses in 
determined. 


properties 
The amount of 
1944 could not be 
The amount provided for the estimated 








tax liability for 1944 could not be deter- 
mined. 

4. The treatment and disclosure of similar 
transactions was different. In 1942 the 
amount of the estimated reduction in 
taxes due to the refunding was stated; 
this was not done as to the 1944 refund- 
ing. Also the treatment accorded tax 
deductible losses charged to surplus was 
different in 1942 than in 1944. 

\n investor could thus determine from the 
certified financial statements only that the 
5 of the tax liability plus loss on trans- 
portation properties plus the refunding ex- 
penses amounted to a certain figure as 
follows: 

Provision for taxes (as shown 


the income statement ) 


Federal Income Tax.... $ 2,139,496.39 
Federal Excess Profits.. 8,164,870.79 
Post-War Credit ...... 351,081.99) 

Total tax provision $ 99 53,285.19 


less resulting 
Federal taxes 


us charges, 
uction in 
income 


vi liscount a 







railway 


or Federal ine« 
eturns, 


at December : 












ct a 
se wri sie 9 
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nd expense, ca 
42 was charged 
as computed did not reflect the deduction, for 
1 to income in 


this exc 





it to earned surpl 






ff issued 


sstonal Comment 


Loss on _ transportation 





properties 1,361,842.16 
Refunding expenses 291,919.46 


$11,607,046.81 


Less : 
Reduction due to amortiza- 
tion of emergency facili- 
ties (as shown in the 
income statement)..... 609,949.00 
Balance. 2.6.5 cae laces $10, 997 097. 81 


It is true that by reference to the uncerti- 
fied pro forma or adjusted income statements 
it can be determined that the reduction in 
taxes due to the items charged to surplus was 
$4,148,050. It .is ebviously unsound, how- 
to expect that a collateral disclosure in 
one set of statements will be inevitably and 
clearly connected by the reader with the 
information given in another and certified 
set oi statements, at least without a clear cut 
cross reference.” This was apparently recog- 
nized since in the first amendment a para- 
graph was added to Note C to the income 
statement disclosing the $4,148,050 figure.” 
However, even with this figure before him 
the reader could determine only the aggregate 
reduction attributed to two wholly disparate 
items. It seems self-evident that the actual 
total loss on transportation properties sold 
and the total amount of refunding expenses 
are material facts. We think it equally ap- 
parent that the estimated amount of actual 
taxes is an important fact.” 

There is another, though less patent diffi- 
culty. The amount shown for excess profits 
taxes was $8,164,870.79. The post-war credit 


ever, 


l ind duplicate interest on long- 


premium 
against earned surplus. 

tax purposes, 
in other items charged to surplus. 
approximately $330,000 in excess of 
tax re n for that year 
ecrued Federal income 


property, and certa 
1942, were 

shown in its 
included in 





yme taxes as 
ess pr vision is 


1943. 


led a cl: ~y for refund of 1941 Federal taxes in the net amount 
inde carry-back provisions of the 1942 Revenue Act. However, 
ch s may result from review by the U. S. Tre ast ry 





recorded upon the books of the company. 


the disclosed reduction of $1,571,158 to 
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ilable in such form that thier significance 
not meet the stand i by the 





imposec 


lards 


of deficiencies 


its letter 


luction”? is not 











unsatisfa‘ ctory since the aggregate “re« 

F amended statements, it appears that the 
which $1,361,842.16 or abo 0% appeared 
uses the total am punt was $ 383 096.46 of 
1 lus. Inquiry de d that these 









iti timated a ctual tax 
bout $1,000,060 i than the 





year, the 
5 recorded 
leduction 








hat the refunding expenses used as a ta 

off in the accounts. The 1ount of the reduction in 
f 85.5 } 1 » O5% excess 

ithou f these cts, even an 

done with the accounts. 
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against excess profits taxes was shown as 
$351,081.99, or at the rate of about 4.3%. 
Since the post-war credit is normally 109% of 
he excess profits tax, the disparate relation- 
ship of these two figures should raise a 
\ to even the average reader of the 
statement. There was, however, no explana- 
ted to this point. When the figure 


shown for excess proiits taxes Was reduced 
to the actual amount believed to be payable 
($3,406,871.79) no change was made in the 
amount shown for the post-war credit. 


\pparently the amount by which the excess 
pronts tax provisi mM Was increased on account 
of the charges to surplus was net of the 
statutory 10% credit. In other words, the 
figure shown as a provision for excess 
protits taxes was doubly a hybrid. First it 
combined actual taxes with “tax savings.” 
Second to the extent of the estimated actual 
liability it was computed at the rate of 95%, 
ut as to amounts in excess of actual liability, 
rate used appears to have been 85.5%— 
s, the iull 95° less the 10% post-war 









a final point—the caption 
tax provision was. set 





under whi 


h. The language “Taxes—excluding re- 
below or applied 


1 





ons shown separately 
ist items charged ly to surplus” in 
our opinion scarcely lends itself to ready 
nderstanding but instead is apt very easily 
oO convey exactly the « pposite of its intended 
meaning through its use of “exclude me in” 
language. In our opinion such a description 
this hybrid item represents a distinct bar- 

- rather than an aid to understanding.” 

In addition to all of the above difficulties, 
two much more basic questions are presented 
by the registrant's accounts: (1) whether 
there may or should be included in the operat- 











ng ex of a regulated public utility, 
rile caption of taxes, any amount in 
excess ot the amount estimated to be actually 


payable under the applicable provisions of the 
tax laws; and (2) whether y amount 
should be includ with such operating 
expenses to compensate he reduction 
n taxes due to items like in quest 


: : 
[hese issues are 














Amendments to the Certified Financial 
Statements 
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as originally filed, a formal letter of defi- 
ciencies was sent on April 14, 1945 specifically 
the presentation of the items under 
discussion as follows: 


Cr1iiicising 


“Financial Statements 

“Income Statements 

“It is noted that the earned surplus state- 
ment for the year 1942 reflects charges 
aggregating $497,288.10 representing ‘Un- 
amortuzed debt discount and expense, call 
premiums and duplicate interest on long 
term debt called for redemption, less re- 
sulting reduction in Federal taxes on 
income’. It is also noted that the earned 
surplus statement for the year 1944 reflects 
charges of $1,361,842.16 and $291,919.46 
representing ‘Loss arising in connection 
with sale in 1944 of transportation prop- 
erty’ and ‘Redemption premium and ex- 
penses in connection with refunding of 
bonds’ respectively, less, in each instance, 
‘resulting slnetion in Federal taxes on 
income’. Further, it is noted that the 1°44 
income statements reflect ‘tax savings’ 
aggregating $609,949.00 resulting from 
special amortization of emergency facili- 
tic 

“Tt appears that the total effective 
charges to savings in Federal income and 
excess profits taxes resulting from the 
above redemption of bonds, sale of prop- 
erty and special amortization of emergency 
acilities should be reflected separately in 
the ‘ome account under an appropriate 
descriptive title. In this connection, the title 
‘charge in lieu of taxes’ will not meet such 
requirements. Such amounts should be 
shown immediately below the total oi 
Expenses and Taxes.’ ’”* 





Operating 


Follow ing the filing of the first amendment 
on April 2, there occurred several discussions 
with the staff based generally on the position 
taken in the letter of deficiencies dated April 
14. In these discussions it was made clear 
that the staff took the position that the tax 
provision should not exceed the estimated 
ount believed to be payable and _ that 
s to the income account “in lieu of 

1 not be considered operating 














Kes’ C 1 
expenses. The staff also took the position 
1t it would not object to charging th 
income account with so much of the two items 
.rged to surplus (loss on sale of transporta- 


properties and refunding expenses) as 
was equal to the company’s estimate of the 
reduction in taxes caused by such items. 

E 1 is filed on April 
the certified in 
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Professional Comment 


come statement for 1944. In the amended 
statement, the provision for excess profits 
taxes was shown at the amount estimated to 
tually payable. The following new item, 
equal to the reduction in the amount shown 
s excess profits taxes, was inserted under 
he general heading “Operating Expenses 


ve at 


mo 





and Taxes”. 
“Special charges equivalent to reduction 
in Federal excess profits taxes resulting 
from special amortization of emergency 
facilities (reduction shown separately be- 
low) and from reden t bonds and 


sale of property (reductions applied against 





1 





‘tion of 


related items charges to surplus) 


$4,757,999.” 


The item was inserted immediately after a 
total captioned ‘Total Operating expenses 


k 





and taxes before special cl s.’ The sum 
i special charges and the above caption 
was labelled: “Total operating expenses 
and taxes including special charges” and this 
item was then deducted from the total of 
perating revenues to arrive at a figure 
labelled: “Net operating revenues.” The re- 
of the income statement, and the 

accounts were the same as in the 
filing except that a paragraph added 
1 idment No. 1 to Note C to the income 
statement was dropped, presumably because 
losed could now 





} 
the $4,148,050 figure it discl 
be derived from data given in the income 
statement.* It will be recalled that this 
he total amount by which taxes 
! timated to have been reduced because 
the loss on transportation properties and 
refunding expenses. 

The changes made are summarized in the 
llowing table: 





As originally After 2d 
filed Amendment 
Operating Revenues $51,681,778 $51,681,778 
| ing Expenses 
and Taxes: 
her than Taxes. 28,237,367 
ixes, excluding 
reductions show! 
separately below 
or applied against 
items charged di- 
‘tly to surplus” 
axes: 
Federal income. 





28,237,367 











CHNGE cov asne ens 4,131,408 4,131,408 


POP vias decwees 42,322,060 
Total operating ex- 

penses and taxes 

before special 


CHAVIES, orcas — 37,564,061 








Special charges, etc. ~~ 4,757,999 
Total operating ex- 
penses and taxes, 
including spec ‘ 
CHATGES con ce6 3 —- 42,322,060 
Net Operating 
Revenues ........$ 9,359,718 $ 9,359,718 


The amended presentation was further 

questioned by the staff on these points : 

1. The continued failure to disclose either 
the total loss on sale of transportation 
properties or the total refunding ex 
pense. 

2. The impropriety of adding the special 

charges to operating expenses. 

3. The propriety of the adjustment within 
the income account in respect of the 
amortization of emergency facilities. 
The second of these points to some extent 

may conflict with the last sentence of the 

deficiency letter, quoted earlier, which read: 
“Such amounts (i.e., special charges) 
should be shown immediately below the 
total of ‘Operating Expenses and Taxes.’ ” 

Physically, of course, registrant’s amended 
statement conforms to the deficiency letter 
by placing the special charges immediately 
aiter the total mentioned. It was the staff’s 
position, however, that the deficiency called 
for their inciusion at that point as a separate, 
distinct and different item, rather than in 
such a way as to imply that the special 
charges were true operating expenses, though 
perhaps nonrecurring in nature. We feel 
that the language of the deficiency letter 
might well have been more explicit and so 
more in conformity with the oral statements 
made by staff members. In any event, how- 
ever, the point is now moot since when the 
case was presented to us for directions, it 
was determined not to permit inclusion of 
such charges in or with operating expenses. 

After some further discussion of the matter 














tanar-e we *4 +} i. : a a D4 are ntan 
Federal excess with the registrant and its accountants, the 
1) 8,164,872 3,406,871 staff brought the case to the Commission for 
: : Soh ps Rady , : ‘ : : 
Post-war credit... (351,082) (351,082) directions, presenting for consideration the 
1* See Exhibit B. 148,050 ec 
tic I 
e state ent) 
t t tw 
This caption was deleted by the second amendment and the caption “Taxes” substituted therefor. 
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history of the case and the views of the 
registrant and its accountants both in this 
and other similar cases. We thereupon di- 
to advise the registrant to the 


1. That no adjustment should be made 
within the income statement based on 
the estimated reduction of income taxes 
due to the amortization of emergency 
facilities.” 
That no objection would be raised to the 
inclusion in the income statement of an 
item of $4,148,050 representing so much 
of the refunding expenses” and of the 
loss on disposition of property as was 
equal to the estimated reduction in in- 
come taxes attributable thereto, the re- 
mainder of both these items being 
charged directly to surplus; provided, 
however, (a) that the caption for the 
item indicate clearly the nature and 
amount of the item being charged off 
and (b) that the special charge be ex- 
cluded from operating expenses and 
shown as a deduction from gross income. 
\fter being advised as to our views, the 
registrant on April 19, 1945 filed a third 
amendment. In the revised income statement, 
the $609,949 adjustment based on the amorti- 
zation of emergency facilities was omitted 
and taxes were shown at the actual estimated 
amount thereof. The $4,148,050 of Special 
Charges was set forth as a separate item in 
the following manner: 


> 


Gross income (before special 

charges below) ....0..:.s2 $14,072,358.24 
Special charges equivalent to 

reduction. in Federal excess 

profits taxes resulting from 

redemption of bonds 

($2,091,177) and sale of prop- 

erty ($2,056,873) (reductions 

applied against related items 


charged to surplus) ........ 4,148,050.00 
Gross income (after special 

CURRIED ars eckacereonie eee $ 9,924,308.24 
Deductions from income ..... 3,719,526.80 

PICT WICOINE . 565. 6. o-sbin co oan $ 6,204,781.44 


The qualification “before special charges 
below” was also added to two prior captions 
so that they read as follows: 

“Total operating expenses and taxes 

(before special charges below).” 

“Net operating revenues (before special 
charges below).” 

In addition Note C to the tax item was 

amended to disclose that no adjustment had 
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been made in the income statement on account 
of the difference betwewen depreciation taken 
therein on emergency facilities and the 
amount claimed therefor as amortization 
under Section 124 of the Revenue Code. The 
amount by which taxes were affected through 
this difference was given. 

The staff brought the revised statements 
to our attention and we indicated that in our 
view the special charges should be classified 
as “other deductions” inasmuch as they rep- 
resented items which, if charged to income 
should, under the classifications of accounts 
to which the registrant was subject, be 
charged as an item of other deductions. 

Upon being advised of these views the 
registrant filed its fourth amendment on 
April 20 in which the special charges were 
classified as an item of other deductions and 
Note C was expanded somewhat to set 
forth specifically the amounts charged to in- 
come in respect of the refunding expenses and 
the loss on transportation properties. As 
revised, the note no longer stated the amount 
of the tax reduction attributed by the regis- 
trant to the difference between the amount 
of depreciation and amortization taken on the 
emergency facilities. However, this amount 
can be derived from the other figures shown. 

In transmitting to the registrant our views 
on the income statement as set forth in the 
third amendment, the staff indicated that the 
use of the words “before special charges 
below” in the several captions mentioned 
above was objectionable. We do not believe 
this position to be wholly sound. We ieel 
that the existence of large special and unusual 
transactions ought properly to be forcefully 
brought to the attention of the reader of th 
statement. We feel also that the use of 
appropriate qualifying words such as “see 
special charges” in connection with the per- 
tinent captions is an appropriate means of 
warning the reader of the existence of such 
items as were present in this case. 

IV. 

The Pro Forma Income Statements 

In addition to the certified income state- 
ments for the years 1942-44, the registrant 
filed uncertified pro forma income state- 
ments under the following general title: 

“Virginia Electric and Power Company 

Pro Forma Income Statement for 12 

months ended December 31, 1944, Giv- 
ing estimated effect as at January 1, 
1944 to Merger, Sale of Transportation 
Properties and Proposed Refinancing.” 
The actual 1944 income statements of 
VEPCO, and of Virginia Public Service 
prior to its merger with VEPCO on May 


~~ Our views as to this particular variant of the general problem are outlined in note 35, infra. 


7 According to the 
in connection with the refunding of the bonds. 
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egistration statement these costs consisted of redemption premiums and expenses 
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26, 1944, wewre shown in two _ separate 
columns. In five additional columns there 
were shown (1) adjustments to give effect 
to the merger, (2) adjustments reflecting the 
sale of transportation properties, (3) adjust- 
ed statements prior to the proposed refinanc- 
ing, (4) the refinancing adjustments, and 
(5) adjusted statements aiter the refinancing. 
We are here concerned primarily with the 
treatment accorded the tax items although 
some reference to other adjustments may be 
necessary. 

In general, the presentation followed quite 
closely that used in the certified statements. 
As originally filed the total of income tax 
items shown in the two “actual” columnas 
was the same as that shown in the certified 
statements, $9,953,285. This figure and the 
adjusted figure were both described as “Taxes 
—Federal income and excess profits (exclud- 
ing reductions (1) as shown separately below 
and (2) of $4,148,050 related to and applied 
against items charged directly to surplus.” ) 
As pointed out earlier, these uncertified state- 
ments disclosed that which the original certi- 
fied statements did not—the aggregate tax re- 
duction resulting from the two items charged 
to surplus. In the statements filed adjust- 
ments of the “actual” tax figure were as 
follows :* 


Tax provision as shown in the cer- 





tified statements .............. $ 9,953,285 
Add: 
Increase due to 1944 merger and 
PONNANCING: Oho. 61.50% ceaelea'e 362,473 
Increase due to redemption of 
Series B, C and D bonds and 
issuance of Series E bonds... 294,552 
$10,610,310 


Less: 
Reduction resulting from sale of 
transportation properties 2,793,565 
Adjusted or “pro forma” tax pro- 


WISI ENY ye ccctarsi coe tere eee $ 7,816,745 


A note keyed to the adjusted tax figure read:, 


“The amount shown above for Federa! 
income taxes includes provision for esti- 
mated excess profits taxes of $5,661,205 
before reductions (1) as shown separately 
in the income statement and (2) of $,- 
148,050 related to and applied against items 
charged directly to surplus, and after 
deducting estimated post war credit of 
$328,900.” 

Finally, the $609,949 adjustment relating to 





the emergency facilities was added back at 
the foot of the income statement just as was 
done in the certified statements. 

The form of this pro forma statement of 
income was not criticized in the letter of 
deficiencies dated April 14 and -no change 
was made by the second amendment. How- 
ever, when the case was brought to us for 
directions, as noted above, we indicated that 
the same treatment should be accorded the 
pro forma statements as in the case of the 
certified statements. 

In the third amendment, therefore, the pro 
forma statement was revised by eliminating 
the adjustment related to the emergency 
facilities, by reducing the initial and adjusted 
tax figures to the estimated amount of actual 
liability therefor, and by segregating the 
“special charges” so as to show them, in 
conformity with the certified statements after 
the third amendment, as a deduction from 
“Gross income (before special charges be- 
low).” The balance was entitled “Gross in- 
come (after special charges).” Note C was 
also revised to read: 

“The amount shown above for Federal 
taxes includes provision for estimated 
excess profits taxes (after deducting esti- 
mated post-war credit of $100,356) of 
$903,206 which is after reductions (1) of 
$609,949 resulting from amortization of 
emergency facilities and (2) of $4,148,050 
related to and applied against items charged 
directly to surplus.” 


In the fourth amendment the form of the 
pro forma statement was again changed. A 
figure was now shown labelled “gross in- 
come” after which were shown three items; 
namely, the “special charges” of $4,148,050; 
interest and amortization, $2,409,075, and 
amortization of plant acquisition adjustments, 
$693,168. These were deducted as a group 
from the gross income figure to give a bal- 
ance labelled “Net Income.” Note C was 
amended to add the following, “but does not 
give effect to tax savings of $2,379,096 which 
are expected to result from the proposed re- 
financing.’””® 

In our opinion, it would be most difficult 
to prescribe a rigid rule for the handling in 
“pro forma” statements of items such as 
are here in issue. The difficulty is due very 
largely to the variety of situations dealt with 
under the name of “pro forma” statements. 
For example, that term has been used to 
describe estimates of future earinings when 
cast in the form of an income statement. 
It is also used, as here, to describe a state- 
ment in which the actual operations of some 


% The first amendment raised the amount of bonds being registered from $33,000,000 to $59,000,000. 


This change required alteration of the amounts of some of the adjustments. 
presentation was not changed from the original filing. 


However, the form of 


% This change is not germane to the present discussion which relates to the costs of a previous 


refunding. 
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past period are altered or adjusted either of actual operations nor thorough going esti- ( 
to “give effect” retroactively to certain mates of future earnings. In the present : 
specific transactions which have since taken case, the changes mat don are relatively few so I 
place, or to “give effect” to certain proposed that, on balance, the adjusted statements are 1 
transactions.” Where a pro forma statement much closer in nature to an actual statement a 
reflects a siraightiorward estimate of future than an estimate of earnings. For that V 
earning it would seem that the problem _ reason, we feel that our views as > the — é 
under discussion does not exist, since clearly ed statements are — to the adj1 a 
any amount shown erein as taxes would t ment ler discuss‘or We pom ut : 
1 on estimates of future tax rates and again, eine that here as in the certified 
taxable income. In such circumstances itements it is proper to add an appropriate t 
would rarely, if ever, be any occasion qualifying phrase to such captions as “gross . 
arges in heu of taxes” or “tax sav income.” : 
ings Here the sit uati¢ n is different. The V. 
“PC ( rey tatementsc are ase — 
hae i or ypreetem a ee om bron — , The Findings and Opinion of the 
A Uacted omer of adietantats 1. te Commission in the related case under 
actual figures are made to illustrate how cer- the Public Utility Holding Company 
tain specitied events might reasonably be Act of 1935 a 
ed to have altered 1944 reports had In their appearance before us the certitying 
su nts occurred at the beginning oi ccountants criticized certain data as to 
1944. In this case these events are (1) the \ PC O that was included in our opinion 
incrger with Virginia Public Service on i this case under the Holding Company 
oe my 1944 and the 1944 refinancing: \ct.” Under the caption “Earnings” we set 
(2) sale of certain transportation prop- forth the following: . 
ig the year and (3) the proposed “Attached hereto as Exhibit B is an in- ; 
On the other hand no retroactive come statement of VEPCO for the twelve ’ 
vas made as to a rate reduction months ended December 31, 1944 adjusted , 
ook effect on April 1, 1945. Such to reflect the merger of Virginia Public 
adjusted statements are, of course, useful to Service Company and the recent sale of ; 
the extent they shed light on the future by transportation properties and pro forma . 
the probable scope of the changes to reflect the Pric refinancing. 
ried out. They are, accord- “Gross income, interest and amortiza- 
nely,a form, being neither statements tion, and pertinent ratios are as follows: , 
TABLE IV. ( 
Effect of é 
Adjusted Refinancing Pro Forma i 
“Gross income before Federal taxes on income $ $16,234,038 I 
POET Al fAKES: OF INCOME... bis oss ood Gonrew.e ovewatcsacers 764,194 294,5: 3,058,746 ‘ 
ii ee Sie) poe eee 
Rint ERMINE) ee no 5. lal ih Oia Loe $13, 469,844 $ 294552 $13,175,292 ~ 
Piteresh. and) QMiOrewZatiOn 6-0. < ./siy-d:c cores eia die elalsigin coules $ 2,740,710 $ 331,635 $ 2,409,075 ( 
Ratio of gross income before Federal taxes on income to \ 
SRIDEROSE (ANE UAMOTUFALION «ois 6: 6:disieod'ee 60. 6-0.000e 00 5.92 6.74 é 
Ratio of gross income to interest and amortization’ ... 4.91 5.47 ( 
The accountants pointed out that the ratios the resulting ratios would be 3.40 and 3.75 - 
of gross income to interest and amortization before and after adjustment for the proposed 
were not at all representative of what might _ refinan be ge ratios they believed were 
be expected for the future, since the provision far mor els ible indications of what might : 
for taxes was $4, 148,050 less and gross income be expected for er future. 
$4,148,050 more than they would have been The materials included in our opinion show ( 
had the refunding and sale of transportation on their face the basis on which the ratios in 
properties not taken place. They further question were computed. They are, in our 
pointed out that under their proposal either opinion, a correct reflection of what occurred 
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of the three transactions under discussion.” 
For that reason neither the current period nor 
tious based on current results are iairly 
indicative of future possibilities. However, 
as will be pointed out in more detail later, 








we do not think the method of handling such 
4 situation should be to alter or obscure the 
ual nowate ot opt ‘ation. Instead, we feel 





th a situation calls for ar explanation 





circumstances. - case, we ieel 
ur opinion should have more graphically 
| the situation by giving an addi- 
set of Clearly described ratios derived 





le adjusted gross income figure re- 


to by the certilying accountants. 


VI. 


The Treatment of “Tax Savings” 
Financial Statements Filed With 
This Commission 


Cases involving the treatment of so-called 
savings’ in financial itements have 
with increasing Irequency in recent 
n For that stated earlier. 
tee] it desirable to state our views as to 
treatment to be accorded such items in 
ments filed with us and to poi ! 
ns which have led us to those con- 








reason, as 











It is first necessary to state briefly certain 
of our general views as to the functions of 
financial accounting and the purpose of the in- 
come statement. In our opinion financial 
g is essentially historical in nature— 

consists of an accounting for costs that 
have actuaily been inct eer by the business 
for the revenues that have been actually 
derived trom the business. From a balance 
sheet point of view, the question is what part 
of past expenditures may still be treated as 
valuable assets, of benefit to future ¢ perations, 
and what part of such expenditures must be 
dered as having been used up or expired. 
In order to prepare an income statement, it is 


accour 
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ye noted, 
1942 there 
1944 there were the $ 
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average 





We think it unde 
x Savings” \ 












year to 








three of the four ye: 

ial charges” of $1,571, 

) “Special charges”’ in issue here. 
: proposed retunding 


gross 


inciple and possibly misleadi 
‘ ] 


saving 
which that law applies. 





necessary to decide what part of the costs that 
have been incurred should be treated as 
expenses, and what part of the revenues ob- 
tained may be treated as income. Technically 
this process is sometimes spoken o: as match- 
ing costs against revenues, the difference 
being, of course, profit or loss. The principal 
statement reflecting this matching up process 
ior a particular period is the income state- 

lent. 

In order to arrive at a more precise match- 
»f revenues and costs, accountancy has 


ing 
develo ped many procedures for handiing par- 
ticular transactions where the cost is incurred 
at one time and the benefit is received at 
time, either earlier or later. 

Mt the same treatment is accorded cases 
in which a company receives revenue either 
I delivers the goods or 








vefore or aiter it 
services contemplated. Ordinarily, such re- 
ceipts will be ited as realized income, not 
necessarily in the year in which the cash is 
received, but rather in the year in which 
oods are delivered or in which the service 
is rendered or the costs of rendering that 





service are incurred. 

it is also necessary as a part of this 
process of matching costs and revenues, for 
the purpose of determining income, to con- 
sider at appropriate intervals whether any 
amounts presently reflected as assets in the 
accounts should in the light of present con- 
ditions be written off or reserved against. 
Finally, consideration must be given to 
whether there exist contingencies for which 
provision should be presently made either 
by recognizing an actual, though perhaps 
estimated, liability, or by providing an ap- 
propriate Feserve. 

We have elaborated these underlying ac- 
counting assumptions in order to demonstrate 
further that financial accounting is in our 
opinion concerned with what did happen, not 
with what might have happened had condi- 
tions been different. And it does not attempt 
to iorecast the iuture even though it supplies 









irs from 1942 through 1945 are 1sual”’ 
in connection with a refunding in that 
In 1945, it is estimated there 
Only on 1943 were there no 


income was $10,808,313 and average “Special 


1 to refer to this problem as involv- 
sense we have adopted that nomen- 
yrt of standard or normal 
» facts are, of course, that 
; nor has it been possible «¢ xcept in 
company as a “normal earnings 

Under such conditions, each year’s tax 
uta ation formu la, pe vided by the tax law 
from whatever business 





the term in t 
” is apt to connote som 























ticul year “M yreover, the st few years deine g which the term and 
peared have clearly been ual in nearly every respect. Finally, if 
I scribed as a “tax g”’ it would seem necessary to describe as 
t} h a transaction which ‘ tid would have resulted in a “‘tax 
a Id not increase itself be considered to be a “‘tax 

t esc as ylving “tax reductions.” 
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much of the material used in making such a 
forecast.” 

There is, on the other hand, another field 

of financial statistics in which statements are 
used which in form and language are closely 
similar to the financial statements used in 
presenting actual balance sheets and income 
statements. This is the field of financial 
analysis and forecasting. In essence, the 
analyst begins with reports of actual opera- 
tions and conditions and adjusts them to give 
effect to expected future changes and events 
in order to arrive at his estimate of future 
earnings. In one form of analysis and fore- 
casting the analyst is content to comment 
upon the actual past results, to point out what 
parts of the past results are due to factors 
which are not expected to continue and how 
the existence of new factors and conditions 
is expected to alter past results. At times, 
however, the analyst goes further and at- 
tempts to prepare an “adjusted” statement 
which purports to show how past opera- 
tions would have worked out had certain 
specified subsequent events taken place earl- 
ier. Finally, the analyst may seek to forecast 
as accurately as may be what he expects will 
be the results of future operations. Frequent- 
ly, in such cases, his forecast takes a form 
very like that used in portraying the results 
of past operations. 
The validity of such analyses and fore- 
whether in the form of “comments,” of 
adjusted statements,” or of “estimated future 
income statements,” is clearly no greater than 
the soundness of the prophecies and estimates 
upon which they are based. The resvlts 
shown, however, are meaningful to a reader 
only to the extent he is aware of and agrees 
with or understands the nature of assumptions 
and estimates made. In contrast to such 
forecasts, a statement of past operations, even 
though it is based in important part on 
opinion and judgment is primarily an histori- 
cal record of actual events, not of prophesied 
future events. 

The two types of financial statements are 
obviously in wholly different categories and 
have different uses in examining the invest- 
ment merits of a security. Particularly be- 
cause of the similarity in form, great care 
must be taken to ensure that the reader will 
be aware of the nature of the particular state- 
ment. Nothing, in our opinion, would be 
more misleading than to present, in the guise 
of an actual earnings statement, data which, 
in fact, was an estimate either of expected 
future earnings or of the effects of subsequent 
conditions and. transactions on prior opera- 
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ountant possesses and exercises an 
ment. We dicuss this point further at 


tions. The dangers inherent in the situation 
led us some years ago to adopt rules under 
the 1933 and 1934 Acts forbidding the use of 
“pro forma” statements unless a clear indica- 
tion is given of the assumptions on which 
they are based.” Also under the 1933 Act 
we have by rule prohibited altogether the use 
of “pro forma” statements in certain cases. 
Apparently with a similar appreciation of the 
danger of confusing actual and pro forma 
income statements the American Institute oi 
Accountants has for many years included in 
its Rules of Professional Conduct the fol- 
lowing: 

“12. A member or an associate shall not 
permit his name to be used in conjunction 
with an estimate of earnings contingent 
upon future transactions in a manner which 
may lead to the belief that the member or 
associate vouches for the accuracy of the 
forecast.” 


Notwithstanding the uncertainty inherent 
in estimates of future earnings, it is apparent 
that the formation of a considered investment 
judgment ordinarily involves a conclusion as 
to the future prospects of the company. It is 
necessary in the administration of the Public 
Utility Holding Company Act in arriving at 
a decision as to the propriety of a particular 
security in relation to the capitalization and 
earnings, or as to the fairness of the price at 
which securities or assets are proposed to be 
sold. Under the Chandler Act it is a neces- 
sary step in arriving at a conclusion as to 
whether a proposed reorganization is fair 
and equitable and feasible. 

In reaching a judgment as to the future 
prospects of a company it is customary to 
begin with a statement of actual operations 
for an appropriate past period. Because of 
this use of actual statements of operations, 
an effort is ordinarily made to present the 
results of prior years’ operations in a form 
that is as readily usable as possible for that 
purpose. In general, what is done is to seg- 
regate and ear-mark what are considered to 
be unusual and non-recurring items of in 
come, expense and loss so that the reader will 
be warned of them and so may arrive at a 
conclusion as to whether such items can be 
expected to recur. In addition, special treat 
ment is accorded items of income or loss or 
expense that have been reported in the finan- 
cial statements of one year, say 1943, but 
which by reason of later events or knowledge. 
are now known to have been actually part of 
the costs of revenues applicable to another 
year, say 1942. In such cases, it is customary 





by no 


the financial accountant is therefore mechanical or 


in nature. On the contrary, proper discharge of his duties and responsibilities presupposes that 
extremely high degree of professional skill, experi 
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nents for the two 





filing comparative t 
inciude such items in the year to 
hich they are now known to be related. 
h adjusiments are in our opinion entirely 
and ordinarily desirable provided, of 
, that appropriate disclosure is made so 
comparative statements can be recon- 
with the 1942 and 1943 statements as 
ally issued. Finally, disclosure should 
made as to significant, known factors that 
might render past earnings statements, or 
particular items therein, not indicative of 
e future operations.” With such in- 
formation at hand the reader of the statement 
is informed of what the past operations 
d of the conditions or transaction, 
the drattsman’s judgment, are apt 
» unusual and not apt to recur. In our 
opinion, this is the boundary line of financial 
accounting. It is the place at which the 
ial accountant in his capacity as such 
| stop. He is, we feel, essentially a 
historian, not a prophet. 

rhis desire to prepare statements in a form 
more readily usable in estimating the future 
has led some to attempt to present what can 
be called a “normal” income statement, the 
inierence being that the statement shows 
about what can be expected happen year 
after year. The broad justification alleged 

r the practice is that if the actual results 

the year’s operations are unusual a reader 
may be misled into thinking the abnormalities 
will recur and that the best if not the only 
way to avoid such misconceptions is to 
“normalize” the statement—that is, to exclude 
therefrom the effects of some or all of the 
conditions which in the opinion of the drafts- 
man are deemed to be unusual. 

The dangers inherent in such a practice 
are numerous. In the first place the drafts- 


- Ino our opinion In the Matter of The 
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naterial effect on the future 
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that case the registrant had disposed of a large 
y»urse been included in past earnings statements, had used the proceeds of 
banl extraordinary cash dividend of 
new 4% debentures. It had entered into new 
ir Finally it had materially increased the rate of 

d to extend its insurance coverage at a material increase in the amount 
significant changes in financial and operating factors 
gs ofthe company, we said: 


loan to pay an 


man’s judgment as to what is abnormal can 
scarcely be considered iniallible. In the sec- 
ond place, there is certainly as much danger 
that the reader will fail to understand what 
has been done by the draftsman as that he 
will fail to recognize that the unadjusted 
statements are abnormal. Finally, the meth- 
od is extremely susceptible oi misuse through 
conscious or unconscious bias in making de- 
cisions as to what is unusual or abnormal 
about the current year. To a degree, of 
course, the care with which disclosure is 
made of the extent of normalization may 
serve to minimize the possibillity of mis- 
leading the reader. But in general we are 
satisfied that a statement purporting to re- 
flect the actual results of operations is far 
less likely to be misleading if abnormalities 
are explained than if they are eliminated 
by adjustment in the statement even with 
an explanation of the elimination set forth 
in a note.” If, of course, a clear and full 
explanation of the adjustments made is not 
given, the practice is highly deceptive and 
may be fraudulent. It may be noted in 
passing that accountants have long condemned 
such undisclosed “adjustments” terming them 
at times a device akin to “equalizing earn- 
ings. 

We conclude, then, that the proper func- 
tion of an income statement presenting the 
results of operations is to present an accur- 
ate historical record.. On this basis it is 
evident that the items included therein 
should clearly and accurately reflect only 
actual operations. It is accordingly our view 
that the amounts shown should be in ac- 
cordance with the historical facts and 
should not be altered to reflect amounts that 
the draftsman considers to be more “normal” 
or likely to recur in future years.” 
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investors of the re trant’s earning power. The nine-years’ profit and loss statement contained in 
this registration st the results of operations during a period when the registrant had 
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to this financing. By n of the changes effected since May 22, that financial status bears little 
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Where such changes will have a material effect on 
those changes and their effect with relation to the 
as if the registrant’s past earnings had been misrepresented.” 
as in the original VEPCO statements or a charge in lieu of 
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ations necessary 


ed reader of financial statements would be apt 
arrive at the amount of net earnings or of net 
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the t é t t ted in earr r ‘ vill ultimat the s ‘ 
I n t s s ste t t ts x re ms is f we 
The d t t € xes C ting ret n n Galvest 
Electric Company v ¢ 8 U. S. 388. 42 Sup. Cr. 361 (1 ( t. sneak 
ing through Mr. Justice Brandeis, said: ‘All taxes which woul were earne 
are appropriate deductior There is n lift > in this re ede taxes 
her in 7 } +) ” Th - S = 
r dbetweer i \ t es nda ¢ s This I 1 was re firme ower Co. V. 
Georgia Railroad Commission, 262 U. S. 625, 43 Sup. Ct. 680 lecisions dealt only with 
the normal income tax then in effect rhererore, because of cert by Justice Brandeis there 
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The short answer to this contention is that so that the charge to surplus is a net charge. 
in most, if not all cases, the required systems To include in operating expenses part of the 
of accounts do not permit a charge to oper- refunding expenses either directly or in the 
ating expense accounts except for expenses guise of a special charge in lieu of taxes is 
actually incurred.“ We note that the Com- a violation of the premise that the costs of 
mittee on Statistics and Accounts of the borrowing money are not a deduction in 
National Association of Railroad and Utili- computing return for rate purposes. It would 
ties Commissioners has, in Case E-80, so_ be as logical to say that the interest paid in 
interpreted the N.A.R.U.C. classification.” a given period reduces the income tax payable 

We think, moreover, that this contention and that therefore a charge in lieu of taxes 
of the accountants in this case is unsound on should be included above the line with an 
its face. The costs and expenses, including offsetting reduction in interest expense below 
interest, that arise from the borrowing of _ the line. 
capital are almost universally excluded from Finally, this contention seems to us to mis- 
the computation of gross income for rate conceive the relation of past results to the 
making purposes. To include in operating process of rate making. Where rates are 
expenses by indirection an item which is being set for a future period, it is obvious 
specifically excluded therefrom is obviously that the actual results of past operations are 
improper. Yet this is what is here proposed. only indications of what may be expected to 
The credits, in this case, that offset the be forth-coming in the future. The problem 
charge in lieu of taxes have been deducted is, broadly, to determine what future earnings 
from the refunding expenses and the loss on may be expected to result from particular 
le of transportation properties, respectively, rate structures. Consequently, it is customary 
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are those who argue that these decisions may not be controlling as to the present Federal tax, particularly 
the present excess profits tax. ‘Thus, in the Galveston case the court took care to point out that under 
the tax law ther 1 in effect the stockholder did not have to include dividends received from the corporation 
in his income subject to the normal Federal income tax and that this tax exemption was therefore, in 
effect, rt of the return on his investment. Under the current tax law such dividends are taxable to 
the recipient. The court also said: “But the fact that it is the Federal corporate income tax for which 
é duction is made, must be taken into consideration in determining what rate of return shall be deemed 


fair, 








The Supreme Court has not yet had before it a case involving the deductibility for rate purposes 
an excess profits tax actually paid by the company. Some question as to its deductibility is, however, 
raised by the language used by Mr. Tusties Douglas in his dissenting opinion in Vinson v. Washington 
Gas & Light Co., 321 U. S. 414, 64 Sup. Ct. 731 (1944). He there said, in discussing a provision of 
the Stabilization Act of 1942 which prohibits any “utility” from making ‘‘any_general increase in 
i s or charges which were in effect on September 15, 1942” without giving the Director of Eaonomic 
ization the right to intervene in the proceedings: 
“T believe moreover, that when Congress halted general rate increases and gave the Director a 
ht to intervene, it did not sanction rate increases regardless of need and regardless of inflationary 
I think it meant to m utility commissions at least partial participants in the war against 
iatlasion and gave them a sector of the front to control. Though it did not remove the established 
standards for rate-making, I do not think it intended utility commissions to proceed in disregard of 
the requirements of emergency price control and unmindful of the dangers of general rate increases. 
To the contrary, I think Congress inte nded that there should be as great an accommodation as 
and the new wartime necessities. The failure of the Commission 
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} possible between the old stand 
to make that accommodation is best illustrated perhaps by its treatment of taxes. The Commission 
allowed the company to deduct as operating expenses all income taxes up to and including 31%. 
That this amount includes is evident from the fact that the highest corporate tax rate 
which prevailed from 1936 to 1939 was 19% We all know that the extraordinary expenditures 
incurred for the defense of the nation started withe the Revenue Act of 1940. It has been accepted 





e taxes as ooo as other taxes from operating expenses in determining rates 
eston Electric Co. v. Galveston, 258 U. S. 388, 399. But this is war, not 
taxes are passed on to consumers, the inflationary effect is obvious. 
evide it that the ability to pass present wartime income taxes on to 
ec 
1 wii Commission, — Mich. — 14 N.W. (2d) 784 (1944), the Michi- 
with dees Justices dissenting, ele the Galveston case did not ‘control the 
1e present Federal bag profits | taxes. Writing for the majority, Justice 
ton Electric Co. Galveston, 258 U. S. 388, 399, 66 L ed 678, PUR 1922 
S Ct. 351, which is intimated by my in ther as phn Bag its authority is limited to normal 
1 not to abnormal and avoidable taxes on ‘excess profits’ even though is must be conceded that 
by which such tax is designated is a misnomer. Excess profits are a question of fact for deter- 
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1 by the West Virginia Supreme Court in denying the deductibility of the 
x the first World War. Charleston v. Public Service Commission, 95 W. 
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398 (19 23). 





in its decision in City of Detroit v. Panhandle Eastern Pipe Line Co., 3 F.P.C. 273 (1942), the 
] Power Co nissi at p. 291, expressed its objection to the allowance of excess profits taxes in 








ctrine of unjust enrichment as well as equity and good conscience 
compel the conclusior il should not be permitted to thwart the purpose and spirit of the 
1 i > control leg d the revenue laws by passing such abnormal tax requirements along 
rating expense to be collected in increased rates. Indeed, we feel increased 
ild be unjustifiable. To allow them would in effect impose upon the con- 
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to “adjust” many of the past operating ex- 
penses to bring them into line with present 

anticipated conditions. Among such condi- 
tions are, of course, future taxes and tax 
rate S. Accordingly, in the approximations 
made of future expenses there would be in- 
c ost not the actual taxes of the past year, 
or even what the taxes would have been had 
there been no unusual transactions such as a 
bond refunding, but instead an amount equiv- 
alent to what the income tax will be in the 
future in view of the assumptions made as to 
future income and future tax rates.” The 
amount of past taxes would be used only if, 
after examinatio n, it was concluded that tax 
rates and | future ncome were not expected 
to change. 

The rate making process is thus not unlike 


_—_—_—_—_——_—__. 


the formulation by the investor of his judg- 
ment as to the future prospects of the com- 
pany. In both cases, reports of actual past 
)perations are used as a starting point. In both 
cases, these actual statements are analyzed 


to determine the extent to which they may be 


relied on as indicative of the future and, 
where necessary, appropriate adjustments 
are then made. Except that the possibility of 
misleading the reader is very —— absent 
when the user is a rate making body, the com- 
ments we have made earlier as to pro forma 
statements are applicable here—and with this 
addition that the judgment of the draftsman 
as to what is the normal or proper amcunt of 
taxes is less important, since for rate purposes 
the judgment of the rate making body on this 
point will generally be conclusive. 


war emergency period, we propose to allow as proper operating expenses only such taxes as may be 


termed ordinary or normal. 


For the purpose of distinguishing between ordinary or normal ‘ad war 


emergency or abnormal taxes, we conclude that the basis aig hag in the 1940 Revenue Act estab- 


lishes the highest possible level of Federal taxes which may be 
expense for such purpose. The 1941 Revenue 


abnormal tax requirements for war purposes. 


allowed as an element of operating 


Act and the sation 1942 proposal certainly reflect 


The Federal Communications Commission in Re Investigation of Rates and Charges, 50 PUR (NS) 


468, 489 (1943) also disallowed a deduction for excess profits taxes. 


The trend of a number of state 


utility commission decisions seems to be to limit or ee! the deductibility of excess profits taxes. See 


In Re Los Angeles Gas & Electric Corporation, P.U.R 
and Electric Co., P.U.R. 1919 B, 485, 493 (California) ; 


1922 A, 283 (California); Re Western States Gas 
Re Vallejo Electric Light ’& Power Co., $5.¥F.U.R. 


(N.S.) 435, 443, 454 (1944) (California) ; oe, United fuel Gas Co., P.U.R. 1920 C, 583, 606 (W. Va.); 


Light Company, 53 
Power Co., 55 P.U. 


P.U re v. Springfield Gas & Elec. Co., 53 J.R. (N.S 
PD 5 ( 


S.) _32l, 337 > 





) 95, 105 (1944) (Missouri) ; Re Washington Gas 


336 (1943) (District of Columbia); Re Northern States 
a .S.) 25 3 (1944) (North Dakota). cf. Re British Columbia Electric Rail way 
Company Ltd. et al., 53 PUR. (N. S. 5 438, 464 (1943) (British ‘Columbia). 


An excess profits tax w hich 


had been neither reported to the government nor paid was not allowed as a deduction in P.S.C. v. Utah 
P. & 


- Co., 50 P.U.R. (N.S.) 133, 167 (1943) (Utah). 
Co., 57 P.U.R. (N.S.) 1, 32 (1945) (Pennsylvania) ; 


But see Pfeifle v. Pennsylvania Power and Light 
San Antonio Pub. Service Co. v. San Antonio, 


P.U.R. 1924 A, 259, 263 (Texas); Detroit v. Detroit Edison Company, 50 P.U.R. (N.S.) 1, 3 (1943) 


(Mic higan). 


In the instant VEPCO case it will be noted that the registrant’s computations as to the tax effect. of 
the special items resulted in an adjustment of excess profits taxes only; no adustment of normal taxes is 


indicated See Exhibits A-D 
31 Under our Rule U-28 


moreover, a registered holding company or subsidiary company thereof is 


forbidden to “distribute to its security holders, or publish, financial statements which are inconsistent 


with the books of account of such company or financial 


behalf of, such company.”’ 
32 Case E-80 reads as follows: 
“Question: 


statements filed with this Commission by, or on 


Several utilities which have refunded bond issues, have had substantial tax savings in the year 
the refunding occurred, because the unamortized debt discount, expense and call premium associated 
with the refunded securities is permitted as an income tax deduction during the year redeemed. 
Instead of showing the actual taxes paid or accrued in the tax account, the utilities in question have 
also included therein the amount of the tax saving due to the refunding operation with an offsetting 


credit usually to Account 140, Unamortized Debt Discount and Expense. 


“Answer: No. 


Is this permissible? 


The tax account (507) should include only provision for actual taxes and the account should not 
be increased by the amount which would have been paid had the refunding transaction not occurred. 
In other words, there was an actual saving in taxes and this saving should be reflected in the income 


statement because it is a fact. 


It is believed, too, 


that the text of Account 507 does not permit the 


accounting practice resorted to by the utilities in the illustration cited.” 
*8In State v. Public Service Commission, 336 Mo. 860, 81 S. W. (2d) 628 (1935) the court held 


that only taxes actually spay able need be considered: 
is that ‘the Comm issic n’s action in refusing to allow 
expenses was error.’ 
aware of any authority holding that in such case an 


puted”? excess profits taxes in operating expenses. 
returns nor paid any excess profits tax. This “‘c 
I 7 if 


“The ninth and last point urged in appellant’s brief 
the inclusion of Federal income taxes as operating 
The undisputed evidence is that the company did not pay income taxes. We are not 
allowance of this kind should be made 
for appellant cite none.”” See also Re East Ohio Gas Company, 17 P.U.R 
Public Service Commission of Utah v. Utah Power & Light we 
the company had sought te justify the reasonableness of certa ; 

n fact the company ~ neither reported on its tax 
ymputed tax’? item 
so-called “tax savings” in question here. The Utah Commission di 
“The injustice to Utah rate payers is obvious when excessive rates and 


, and counsel 
. N.S.) 433, 445 (1937). In 
50 PUR, (N.S.) 133, 167 (1943) 

y including $1,480,000 of “com- 





thus resembles very closely the 
owed the claimed deduction saying: 
arnings are made to appear to be 











reasonable by means of computed excess profits taxes which have not hone paid or reported to the govern- 
ment. We reject the company’s claim that its computed (but not reported or. paid) excess profits taxes 
should be included in the cost of service and thus passed on to the rate payers.’ 


* Where a “sliding scale” formula is in operation, 


taxes, are dete 
injustice in apy 


a deduction based on incor 
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the actual results of current operations, including 
itive : of future rates. In such a case there wo 
nula to the results of actual operations for the year which, however, reflected 
» taxes that were neither paid nor payable by the company. 


, it seems to us, be danger of grave 
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We come next to the remaining contention 
urged by the certifying accountants, that as a 
matter of correct accounting it is necessary 
to “allocate” income taxes to income and 
other accounts. This theory is also advocated 
and developed in detail in a bulletin “Ac- 
counting for income taxes’ issued in Decem- 
ber, 1944, by the Committee on Accounting 
Procedure of the American Institute of Ac- 
countants. 

There is no doubt that allocation is a basic 
accounting procedure. In fact the whole pro- 
cess of preparing income statements is a 
species oi allocation—of determining what 
revenues are allocable to the current income 
account and what expenditures are properly 
to be treated as cost allocable to the current 
income account. It is not therefore a demon- 
stration of the merit of the proposed device to 
describe it as an allocation or to say that in- 
come taxes should be allocated. Whenever an 
item is charged to income, or indeed when it is 
excluded and carried as an asset, “allocation” 
in the accounting sense has taken place. The 
issue here is not whether income taxes should 
be allocated but whether the treatment of 
income suggested by the accountant’s third 
contention is preferable to the method of 
allocation heretofore followed—that is, to 
show as a deduction from income of the 
current year the income and excess profits 
taxes which are believed to be actually pay- 
able, under the applicable tax law, as taxes 
of the current year. 

In the argument before us and in the 
bulletin mentioned it has been urged that 
income taxes are an expense that should be 
allocated as other expenses are allocated. 
In neither case, however, was there any 
effort made to state the reasons why Federal 
incomes taxes must be considered as an 
expense in the same category as, let us say, 
wages. It is obvious, of course, that the net 
profit applicable to stockholders cannot be 
determined without first making an appropri- 
ate allowance for the amount that must be 
paid as income taxes. However, this fact does 
not dispose of the question. It is readily 
apparent that normal and excess profits taxes 
are computed as a part of taxable net income. 
Unlike most expenses they exist if, and only 
if, there is net taxable income before any 
deduction for such taxes. There is much to 
be said therefore for the position that true 
income taxes are in the nature of a share of 
profits taken by the government. If it is de- 
sired to place emphasis on the necessity of 
deducting them in order to arrive at net profit 
available to shareholders, they may perhaps 
be called an expense—but in such case they 
represent a very special class of expense, 
one that is incurred only by the making of a 
net taxable income 

Accordingly, to the extent thz at the propriety 
of the proposed treatment of income taxes 
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depends on their classifications as an expense 

rather than a share in profits we feel that the 
case remains unproven. Even if they be so 
classified, we feel that in view of their 
unusual and distinctive characteristics the 
propriety of the proposed treatment is not 
demonstrated merely by classifying them as 
an expense and then concluding that for that 
reason they should be allocated as other 
expenses are allocated. 

We now examine the contention that in- 
come taxes should be allocated “as other 
expenses are allocated.” The accountants who 
appeared betore us cited to us no other 
expense which, for general accounting pur- 
poses, is allocated in the manner proposed for 
income taxes, nor have any such instances 
otherwise come to our attention. We note, 
moreover, - in a dissent to the bulletin 
mentioned earlier it was stated: 

“No expense other than federal income 
and profits taxes is allocated on the basis 
of applying to a given transaction so much 
of the expense as would not have occurred 
if the transaction to which the expense is 
attributed had not taken place. The usual 
method is to altocate a total expense ratably 
to given accounts or transactions on a 
consistent basis.” 

The illustrations of expense allocation cited 
to us by the certifying accountants in this 
case appear to us to support the above state- 
ment. In each case cited there was an expense 
actually incurred that was first allocated to 
the period under the usual accrual principles 
and then distributed over a number of ac- 
counts. In no case was there an estimate 
made of what the expense would have been 
under other conditions. In no case cited, was 
there a distribution of an expense to several 
accounts by means of what can be termed an 
algebraic formula in which a negative sum is 
credited against one item to offset the posi- 
tive charge to another item of an amount in 
excess of the actual expense. We do not 
regard such a treatment as an appropriate 
means of allocating income taxes in financial 
statements which purport to refle:t the actual 
results of operations. We have doubt indeed 
that such a method can properly be termed 
an allocation at all, as that term is cus- 
tomarily used. 

We note, in passing, moreover, that in the 
examples of expense allocation cited to us 
there existed a direct, almost physical associa- 
tion between the item being allocated and the 
item to which it was charged. For example, 
in the case of real estate taxes allocated to 
construction the tax item is directly and 
closely related to the construction. Likewise, 
in the case of brokerage fees, and stamp or 
transfer taxes, the tax item is closely and 
directly related to the specific transaction. 
In both cases, moreover, the tax is inde- 
lent of any other transactions of the 
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company. Nor is there any attempt made to 
increase in the course of the allocation the 
amount of such taxes to an estimated sum. 
We feel therefore that such illustrations can 
not properly be cited in support of the pro- 
posed treatment for income taxes. 

[t is also sometimes pointed out that “cost” 
in the case of securities or property acquired 
is generally considered to be the sum of the 
purchase price plus incidental costs such as 
brokerage and any specific taxes paid by the 
buyer and that on sale the proceeds are 
computed as the selling price less incidental 
deductions such as commissions or any spe- 
cific taxes paid by the seller. By analogy and 
in justification of the proposed treatment of 
income taxes it is frequently urged that a 
so-called “tax saving” must be allocated or 
attributed to or ultimately associated with 
particular losses or expenses because the tax 
consequences of the transaction involving the 
loss or expense were a motivating factor in 
arriving at the decision to consummate it. 
Thus, it is claimed that a property would 
not have been sold but for the “tax saving” 
thereby effected and that for this reason it is 
proper to consider that the true “loss” on the 
sale is not the excess of cost over selling 
price but is equal instead to the difference 
between cost on the one hand and selling 
price plus “tax saving” on the other. We do 

believe such an analogy is sound and we 
cannot accept that analysis as a basis for 
reporting the results of actual operations. It 
is undoubtedly true that the tax consequences 
of selling a property often are an important 
consideration in arriving at the decision to 
sell, and may in some cases have been a 
deciding factor. However, tax consequences 
undoubtedly play an important role in the 
making of a great variety of decisions involv- 
ing the incurrence and amounts of purely 
operating expenses such as advertising, wage 
rates and bonus plans. Yet it can hardly be 
argued that wages or bonuses or advertising 
are to be reported as less in amount because 
income taxes would have been higher if the 
amounts spent on such items were less. We 
see no basis for adopting a different approach 
in figuring the “loss” involved in a sale of 
property. We feel instead that there has been 

1 loss of the full difference between cost and 
selling price coupled with a tax benefit which 
is properly reflected in the lower taxes 

ctually paid. We feel that the proposed 
treatment of income taxes tends to obscure 
hese facts and that the treatment of income 
taxes required by our rules and heretofore 
ulmost universally followed clearly discloses 
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®* Under one variant 
led in the instant cas ple, 
expenses represen — a $609,949 reduction in income 
norti zation of emergency facilities at the rate of 
I al depre selathe m was being accrued. See p. 11 
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what has taken place. Where the tax paid tor 
the year is unusual in amount because of 
unusual conditions, an appropriate explana- 
tion would be called for as is now required 
in the case of other unusual events. 

As to this last principal contention urged 
by the certifying accountants (that income 
taxes are an expense that should be allocated 
as other expenses are allocated) we feel, first, 
that there is grave doubt whether income 
taxes can properly be considered as an ex- 
pense in the same category as the cost of 
materials or wages, and, second, that the 
treatment proposed does not result in the 
allocation of income taxes “as other expenses 
are allocated.” We feel instead that the pro- 
posed treatment is purely an effort to have 
items shown in the income statement at what 
is considered to be a “normal” amount. We 
note that this objective is clearly expressed 
as a prime purpose of the method in the 
bulletin referred to earlier, which states at 
p. 185: 

“As a result of such [unusual] transac- 
tions the income tax legally payable may 
not bear a normal relationship to the 
income shown in the income statement and 
the accounts therefore may not meet a 
normal standard of significance.” (Empha- 
sis supplied ) 


There are, finally, a number of difficulties 
involved in the proposed treatment of income 
taxes that deserve mention even though they 
are not directly relating to the specific con- 
tentions put forward by the certifying ac- 
countants in the case. 

The first involves the preparation of gen- 
eral statistical data from financial reports. 
Under the method proposed, it is permissible, 
to show, as taxes, an amount in excess of the 
taxes payable. If such items are totalled for a 
period of years or for groups of companies, 
they may well be used as evidence of the 
aggregate amount of taxes paid by the com- 
pany or by the industry. Obviously any such 
representation is erroneous and will misstate, 
often very materially, the underlying facts. 
We feel that we should not permit the filing 
with us of income statements which readily 
permit, if they do not actually invite, such 
nisuse. Even a “charge in lieu of taxes” may 
result in distorted overall statistics since it 
operates to reduce net income aiter taxes and 
so affects the ratio of actual taxes to net 
income. If the offsetting credit is netted 
against a surplus charge the distortion may 
be permanent. 

The second and somewhat technical prob- 
lem is the difficulty of the computation. It 
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is usual in contemplating the tax consequences 
of a proposed transaction to treat it as an 
incremental or marginal item. Where tax 
rates are graduated, this results in associat- 
ing the marginal income or expense with the 
highest tax bracket. It is questionable, 
whether such a principle is realistic when 
applied to the results of operations for a 
completed year. Net taxable income is a 
composite of all taxable income and all de- 
ductible items applicable to the period. The 
propriety of singling out any specific item as 
the item which is taxed in the highest tax 
bracket, is doubtful. Moreover, in applying 
the theory to losses and expenses it would 
appear that the existence of a reduction in 
taxes is due not only to the expense but is 
equally dependent on the existence of taxable 
income to offset the expense. It would appear 
possible that some part of the benefit from the 
“reduction” ought to be attributed to the 
existence of income.” Even if this point be 
waived, however, there has been no satisfac- 
tory analysis presented of the effect to be 
given to the carry-back, carry-forward pro- 
visions of the present income tax law. With- 
out exploring all of the possible difficulties, 
one case may be cited. Suppose that a loss 
has been charged to surplus but is deductible 
for taxes. Suppose further that in accordance 
with the present proposal there is charged to 
income, as provision for taxes, the amount of 
$200,000 although the actual tax amounts to 
only $50,000. If in the next year the company 
suffers an operating loss of $500,000, then in 
view of the carry-back provisions the reader 
of the two income statements would reason- 
ably expect to find a carry-back refund of 
$200,000—the amount shown as taxes in the 
first year. However, obviously no more than 
$50,000 would actually be refundable. The 
question arises whether having overstated 
taxes in the first year it is not necessary, to 
be consistent, to overstate the refund in the 
second year. Finally, there are the permuta- 
tions in the computation where a company 
pays taxes as a member of a consolidated 








group. In addition to the allocation of the 
actual tax paid among the several companies 
in the group, the proposed treatment raises 
the difficult question of whether the amount 
of the so-called “saving” is to be computed 
on the basis of a company’s individual status 
or on that of the consolidated group and, once 
this is decided, of whether to allocate this 
“saving” as between the several companies or 
attribute it solely to the company having the 
deduction—even though perhaps it itself 
contributed no taxable income! 

The third difficulty is the propriety of 
singling out the income tax item for adjust- 
ment on the ground that it does not bear a 
“normal” relationship to the income reported. 
Particularly, under conditions like the pres- 
ent, many if not most of the income and 
expense items bear unusual relationships to 
each other. Under the influence of the war 
sales volumes are often very high. Mainte- 
nance may be very high due to continuous 
operation of the plant, or very low because of 
the inability to obtain materials and labor, 
or very high because of the use of inexperi- 
enced labor and the inability to get new 
machinery, or very low because operations 
cannot be stopped long enough to make thor- 
oughgoing maintenance possible. Selling costs 
may be very low because of the volume of 
war business or very high because of the 
use of advertising to keep restricted products 
in the public’s mind. With many items of 
income and expense apt to be out of line, 
there appears to be little justification and a 
good deal of danger in singling out one item 
for adjustment. 


EXHIBIT A 


Virginia Electric and Power Company 
and Subsidiary and Virginia Public 
Service Company and Subsidiaries, 
Combined 
Condensed certified statement of income for 
1944 as shown in original registration state- 
ment and after amendment No. 1’ 


even though no change results in the amount of 





us to suffer from all of the difficulties we have discussed 

“net income.”? In our opin . an overstatement of operating expenses is not corrected by “fadding back” 
the amount of the overstatement at a e ter point in the income statement. Such treatment is in our 
view artificial and deceptive to all but the most experienced re —— While there may be some grounds 





or crediting such reductions special 
practice here followed. 

% We note the ¢ c ustom iry 
panies files a consolidated 
tax paid by the group it i 
pay a tax on an i 
tax is of course 
other members 
directly in the nefit of the c 
the Public Utilty Holding Con 

1 Note C to the income acc 

~. Federal Income poy Ex 

“py; s 










n 
he actt 








no part of the “ 
only those 
eduction. 








as set f rth in 





include 
taxable net income af 
cate interest on ents rm 
availability of these nonrec 
to $1,571,158 and an eq 


1945 


mewhat simi Y : 
1g to each constituent its fair share of the consolidated 


f the included con 
saving” is or 


This principle is incorporated in 


nortized 
for redemption in 1942. The 
deductions in computing tl 
unt eae ve deducted in the 


amortizati reserve there is none for the equivocal 


ilar problem that arises when a group of com- 


1al tax among the companies who would have had to 
ipanies operated at a loss, the — ted 
to the loss company by the 
lated return share 
Rule U-45 under 





rilv paid over 
uting income to the con 








contri 





the registration as originally filed read as follows: 








hsidiartes—The st te ments of income for the year 1942 
and excess profits taxes ) uted on t basis of 
debt discount and expense, premium and dupli- 





reduction resulting from the 





amount of 1942 taxes payable amounts 
> accompanying statements of income for 
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Item Amount 


Operating revenues............. $51,681,778 


Operating Expenses and Taxes: 
Ot OE So ee ore 28,237,367 
Taxe Ss, exc ludin ig reductions 

hown separately below or ap- 

plied against items charged 
directly to surplus: 
Federal income (Note C) 
Federal excess profits (Note 





2,139,496 


1) FS) ents 2S) ere eee 8,164,872 
Post-war Credit 5.62. cess (351,082 ) 
DIN Pha ase ave accsthnieeeea 4,131,408 


9. 35 99,718 
(45,359) 


Net operating 


DUM IMNNNE i ocarswe onicdwaie wosle 








9,314,359 


SR SINR a a oe Sie sees ees 





Deductions from income: 
Interest and amortization, etc... 3,719,527 


Net income 06.0050 5 504, 832 
Reduction in Federal income and 
excess profits taxes resulting 
Revenue Code, which facilities 
ties allowable as emergency 
facilities under the Internal 
Revenue Code, which facilities 
are expected to be employed 
throughout their normal life 
and not to replace existing 

UIRRNED 0s a iaip-gen a elerem a aein ak 609,949 


Balance transferred to earned 
ER og ci a res5 a is'os< -§ fast 781 


942 as special amor of debt discount 
punt and expense, call premium and duplic ate 


1942 was charged against earned surplus. 








“However, th 





liability for Federal income taxes as shown in 
returns, this excess provision is included in 
December 31, 1943. 


subject to such adjustments as may result from 
claim has not been recorded upon the 
“Ep 





prior to 
i 





First Amendment: 

The —- paragri - was added to Note ( 
‘Virginia Electric and Power Company 

10Wn in the income statement to 

been applied against items charged directly to ea 


} 








reads as follows: 
“Virginia F 
lude ss01 
le provison 
} 





ng-term debt called for redemption in 1942, 


York Certified Public Accountant 


“interest on long-term debt called for redemption in 


taxable net income as computed did not reflect the « 
of losses upon sales of ice and railway proj erty, 
result, provisions gow ged to income in 1942 were 


In addition to the 
1944, reductions in excess pr 
rned surplus.” 


tce Company and subsidiaries—The 
f il normal income and excess 
duction of unamortized debt discount and expense, call pr 
The reduction resu 


EXHIBIT B 


Virginia Electric and Power Company and 
Subsidiary and Virginia Public Service 
Company and Subsidiaries, Combined 


Condensed certified statement of income ior 


1944 as shown in amendment No. 2 
Item Amount 
Operating Revenues ............ $51,681,778 





Operating Expenses and Taxes: 


Other than! Lates..co5.. osccs. os 28,237,367 
Taxes :* 
Federal income’ .........+0. 2,139,496 
Federal excess profits’ ...... 3,406,871 
Post-war’ Credit. 6.cacceskxs (351,082) 
inet ok aeed sc hieess siseveree 4,131,408 


Total operating expenses 
and taxes before special 

CUA IEB  haccic cis wrens 37,564,061 
Special charges equivalent to re- 
duction in Federal excess profits 
taxes resulting irom special 
amortization of emergency fa- 
cilities (reduction shown sep- 
arately below) and from re- 
demption of bonds and sale of 
property (reductions applied 
against related items charged 


tO SEDIUG) iyi cvcsletalatas ais bee wists 4,757,999 
Total operating expenses and 
taxes including special 

CRASHOS | sax vee setecewee 42,322,060 

Net operating revenues......... . 9,359,718 

COT SHCOMOW«. scccssecartanites (45,359 ) 

GEOSS SHCOME® < soccnnkk os cxee cess 9,314,359 

expense. The balance of unamortized debt dis- 


eduction, for tax purposes, 





and certain other items charged to surplus. As a 
approximately $330,000 in excess of the company’s 
its tax return for that year. i 
accrued Federal income and excess profits taxes at 


Pending review of the 


“In 1943 the company filed a claim for refund of 1941 Federal taxes in the net amount of approxi- 
mately $297,000 under the carry-back provisions of the 1942 Revenue Act. 


However, this amount is 


review by the U. S. Treasury Department and the 
books of the ny 

eral inc me ind excess profits tax return 
2 have been examined by the Treasury 
have been closed, except for the year 1937 in respect of which a 


co 






subsidiaries for years 
r the years prior to 1941 
for refund is pending.” 


the com 
Department 
I 





tction in Federal taxes on income 
taxes aggregating $4,148,050 have 





’ The first paragraph of Note C as above quoted was also modified to reflect an amendment to the 
form of the profit and loss statement for Virginia Public Service Company. As amended the paragraph 


statements of income for the year 1942 
uted without the benefit of 
and dt iplic ite interest on 
om the availability of these 


December 






protfis taxes cor 





9,496 
16,87) 
082 ) 


1,408 


4,061 


999 


60 


in 


irs 








Professional Comment 


Deductions from income: 
Interest and amortization, ete... 3,719,527 


CE MICO, so 5:5.60% ee: 

Reduction in Federal income and 
excess yer taxes resulting 

from the amortization of ta- 

cilities allowable as emergency 

facilities under the Internal 

Revenue Code, which facilities 

xpected to be employed 


throughout their normal life and 





not to replace existing facilities 609,949 

Balance transferred to earned 
SISEDAUS) scce-eca ors oc cies sare roreres $ 6,204,781 
EXHIBIT C 


Virginia Electric and Power Company and 
Subsidiary and Virginia Public Service 
Company and Subsidiaries, Combined 


Condensed certified statement of income for 
1944 as shown in amendment No. 3 
Item Amount 


Operating revenues ............ $51,681,778 


Operating Expenses and Taxes: 


Other that (ANOS io sein sk awe vs 28,237,367 
Taxes: 

Federal income (Note C)? 2,139,496 

Federal excess profits (Note 
CE cevcs ai vlnratexealeiaiesPatearsirere 3,406,872 
Post=wat- Chait os s.cccncccy (351,082) 
RO PHGG? eevee tee seclaene mee 4,131,408 

Total operating expenses 

and taxes (before special 
charges below) ........ 37,564,061 


n-recurring deductions in computing the 


Net operating revenues (before 


special charges below) ....... 14,117,717 
Other income ..... Seu tddemeaes (45,359) 
Gross income (before _ special 

charges Below) cece aseccusces 14,072,358 
Special charges equivalent to re- 

duction in Federal excess profits 

taxes resulting from redemption 

of bonds ($2,091,117) and sale 

of property ($2,056,873) (re- 

ductions applied against related 

items charged to surplus)..... 4,148,050 
Gross income (after special 

Chareee is .casncuvcsenseouriades 9,924,308 





Deductions from income: 
Interest and amortization, etc... 3,719,527 


Net MCORIC Ksax'e cde $ 6,204, 781 





EXHIBIT D 
Virginia Electric and Power Company and 
Subsidiary and Virginia Public Service 
Company and Subsidiaries, Combined 
Condensed certified statement of income for 
1944 as shown in amendment No. 4 


Item Amount 
Operating revenues ............ $51,681,778 


Operating Expenses and Taxes 
Chifer thatt tames 3 dé cc-ckoccwes 
Eanes: 

Federal income (Note C)?.. 2,139,496 
Federal excess profits (Note 


8,237,367 


Ce he Sw attaca cutee 3,406,872 
Post-war ¢redit:...x.<%.escees (351,082) 
CHHGE don ca doe seeeecuaseor 4,131,408 


amount of 1942 taxes payable amounts to $1,571,i58 and 


n equal amount has been deducted in the accompanying statements of earned surplus for 1942 from 


the balance of unamortized debt discount and expense, call premium < 
9 


term debt called for redemption in 1942. 


ind duplicate interest on long: 


: The language “excluding reductions shown separately below or applied against items charged directly 


to surplus” included in original registration and 

Am pond st a No. 2. 

* Federal income and excess profits taxes. 
Note C to the inc 201 

No. 1 was changed by Amend 
The paragraph added by 

original Note C was deleted. 


1 Federal income and excess profits taxes. 





No. 2 a 








Amendment No. 1 was deleted from this caption by 


as shown in the registration as originally filed after Amendment 


j follows: ; 
first amendment was deleted. Also the first paragraph of the 


Note C to the income account as shown in the registration as originally filed and after Amend- 


ments 1 and 2 was changed by Amendment No. 

“Virginia 
taxes payable for the year 1944 which 
which special charges of equ 
such taxes were further reduced $537,496 by 





in excess of depreciation provided for at usual rates 
under Section 124 of the Internal Revenue Code. 
its or income statement for such additional 





} 3 by adding the following two paragraphs: 

Electric and Power Company—In addition to the reductions of Federal excess profits 
resulted from costs and losses charged to surplus and for 
ivalent amounts have been made in the income statement for that year, 
reason of the deduction for tax purposes of amounts, 


llowable as amortization of emergency facilities 
No provision has been made in the Company’s 
amortization, since it is expected that the related 


facilities will be employed throughout their normal life and_will not replace existing facilities. 
“Virginia Public Service Company and Subsidiarics—Federal excess profits taxes payable for 


1 May 25, 





the period from January 1 throug 
for tax purposes of amounts, in 
amortization of emergency 


1945 


1944 were reduced $72,453 by reason of a deduction 
excess of depreciation provided for_at usual rates, allowable as 
facilities under Section 124 of the Internal Revenue Code. No provision 


711 
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Total operating expenses 


Special charges of those portions 
and taxes 


peitienmel s ..... 37,564,061 of premium and _ expenses 


on redemption of bonds 
Net operating revenues......... 14,117,717 ($2,091,177) and of loss on 


CPOE ADCO cic scccsaccccecece (45,399) sale of property ($2,056,873) 

—_——. which are equivalent to re- 

etna taigiecuete nae . 14,072,358 sulting reduction in Federal 
7_____ excess profits taxes ......... 4,149,050 





Gross income 


Deductions from income: 
Interest and amortization, etc... 3,719,527 





Net income .. 





$ 6,204,781 











has been made in the companies’ accounts or income statement for such additional amortization, since 
it is expected that the related facilities will be employed throughout their normal life and will not 
replace existing facilities.” 


1 Federal income and excess profits taxes. 
Note C to the t 
with paragraphs 2 
“ty 
Virginia Elec 2 
were reduced $4,685,546 
expenses incurred in refu 


is tinally amended comprised 6 paragraphs. Three were identical 
1 | note. The other three read as follows: 
I Federal excess profits taxes ble for 
of deductions for t redemption pre 
ing of bonds, of a loss sustained on the sale of transport: 

of amounts, in excess of depreciation provided f 
emergency facilities under Section 124 of 








ix purposes 













allowable as 








124 of the Internal u There have be 
ome statement for 1944 as special charges those portions of refunding costs 
the loss on sale of pr 5 i 





ilent to the reductions 
























from these particul ns, the remainder of such costs and loss being charged 

t earned surplus. N been made in the company’s accounts income statement 

for the additional amortization n respect of emergency facilities, -e it is expected that 

the related facilities will be empl vuughout their n ul life and not replace existing 

facilities. ; 

Virginin Pi sidiaries—The statemer f ir for the year 1942 

provison f excess profits tax : basis of taxable 

net income after de liscount, call prem long-term debt 
called for redemption resulting from the 


nonrecurring 
In com] 1 





taxes payable am 








) e an a equal 

been de in the mpanying statements of inc« ( 
nt, call premium and expense. The balance of unam call Nun 
> on long-term de “d r redemption in 1942 was ch 






a 
. e = : 
excess profits t ble for the period from Janu 1944 were 
red 53 by reason « f f 









r tax purposes of ar in excess 
d for at usual rates n of er 5 








depreciation 
Ao 1 
24 










‘ all rtization emergency s under Section 1 the 
rnal Revenue Code No p 1as been made in the comp inc 
such additional 1ortization, since it is expected that the will 
yughout their normal lif 1 l 





e and will not replace existing facilities.” 
oy 

? arpauhow 
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What Maj fajor Problems Are, W “hat. { gencies . {re Doing, How Long They "Ul Last 


Problem 


Cutbacks 


| Contract 
Settlement 


Plant Clearance 


rplus Disposal 


Production 
Controls 


Manpower 


Transportation 


Price Controls 


Wage Controls 


Rationing 





Responsible Agencies 


Army, Navy, Maritime 
Commission. 


Office of Contract Sett 





ment: Army, Navy, Mari- 
time Commission, Treas- 
ry few others 


Office of Contract Settle- 





ment, Surplus Property 
Board, Reconstruction Fi- 
nance Corp., Army, Navy. 
Surplus Property Board 
(overall policy), Com- 
merce (consumer goods), 
RFC (aircraft, plants, 
machinery) Maritime 
Commission (ships and 
maritime property ), Agri- 


culture ‘ag iltural com- 
modities), NH A (housing) 
Army-Navy 

Commissioner ( 


foreign) 


Production Board 


‘thaw 
War 


War Manpower Comm 
sion. 


ODT (PAW and OPA) 


Office of Economic Stabil- 


ization; Office of Pric« 
Administration 
Offic e of Economic Stabil- 


zation, War Labor Board; 
Department of La- 


later 


bor 


culture (PAW, 


ad on Reconversion 


Immediate Policies or Plans 


Cutback to minimum 








ments immediately. No - 
work”’ orders to sustain produc- 
tion 


To close out contracts promptly, 
help contractors obtain reconve 
sion loans if settlements are h 








} up 


Liquidation | 








need consult- 
] 


Expand pers 
ants on 1 tory valuat 
Acquire additional warehouse 
space if necessary 





ons 


Surplus Property Board must de- 
velop broad policies on disposal; 
must steer a middle-of-the-road 
course between unsettling mar- 
kets and having large carry- 
overs. Army and navy must de- 
clare surpluses promptly. RFC, 
Commerce, must build up sales 
anization; determine channels 
istribution. Must advertise. 
Surplus disposal is far behind 
reconversion activities 











zely because law was passed 
late But bulk of goods for sale 
won't be offered for several 
months. 


Has already relaxed most L and 
M orders; willtry to guard against 
inventory hoarding, and to break 
bottle-necks. Controls to be con- 
tinued on crude rubber, tin, some 
kinds of lumber, and a handful 
of other items. CMP out Sept. 30 





Has ended controls; workers no 
longer need certificate of avail- 
ability; employers can hire whe 
whom, and where they plea 
48-hour week out. Will operate 
United States Employment Serv- 
ice to direct workers and vet- 
erans to jobs. 








Railroad regulations to be ended 
as soon as traffic falls off—de- 
murrage, maximum loading rules, 
convention ban. End of gasoline 
rationing should increase motor 
travel, relieve some of passenger 
rain burden 


To 
and 


maintain ceilings on prices 

rents where demand out- 
strips immediate supply; to es- 
tablish prices on reconversion 
goods promptly. Some ceilings in 
<ury items have been dropped; 
‘nt controls will end when 
housing supply in any area seems 
reasonably sufficient 





To hold wages in check so that 
prices are not forced up; to 
avert strikes. Will permit wage 


nereases which do not result in 
price increases, also to attract 
labor to low-pay industries and 
to adjust sub-standard wage 
rates. To boost Fair Labor Stand- 
iurds minimum wage from 40c an 
hour to at least 50c. 

To eli minate rationing as soon 
as supplies seem large enough to 














permit relatively equitable dis- 
tribution; blue-point canned 
goods rationing dropped, also 
gasoline. 


By J. A. LIVINGSTON 


"General 

Must still determi: ne size 

ar army-navy; develop a 

term procurement schedule 

mobilize troops; maintain 
s uppl y occupation forces 








Ocs strict tly a war agency; 
contracts will linger on, but 
contracting agencies or in courts 


some 





3iggest complaints against goy- 
ernment likely to come 
companies with clogged plan 








Plants offer special problem 
Agency must guard against mo- 
nopoly. Many plar good only 





for munitions output may be held 
as ‘‘standby.’’ Surplus Property 
Board likely to have work to do 
for several years. President Tru- 





man has recommended a one- 
man administrator instead of 
the three-man Surplus Property 


Board. 

Maritime Commission must work 
out plan for selli or charter- 
ing, excess merchant ships and 
operating U.S. Merchant Marine 





WPB not yet through as a con- 


trol agency; at dissolution, re- 
sidual functions will go to the 
Commerce or other permanent 
agency 


WMC through as control agency 
functions of worker guidance 
through USES may pass over to 
Department of Labor or Federal 
Security Agency. Congress must 
decide whether to continue USES 
under federal operation, rather 
than return to 48 separate state 





operations. 
ODT still maintaining a few 
controls, but dissolution as war 


agency is likely soon. 


To check an inflation price spiral 
without causing delays in recon- 
version. Must develop machinery 
to handle appeals quickly. OES 
and OPA are key reconversion 
agencies, since prices control 
profits and wages. 









To restore collective bargaining 
so that management and labor 
can settle own disputes or use 
regular government mediation 
services. WLB soon will pass out 
of control picture; mediati 

function going to some ot 


agency, possibly labor. 


Rationing function of agencies 
passing out quickly. Some food 
rationing — sugar, fats, oils— 
likely to last for some time. 





Vete! 





Cons 
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Ast 








l on 

v be held 
Prot erty 
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rmanent 


agency 


nic c 
lidance 





e spir 
recon 
chinery 
y. OES 
version 


control 








renc 
e food 
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Veterans 








tion 








al Policy-and 
ill Employment 














Rec 


fas a 


onversior 


wh 





ole) 


| Re training 
| ployment AC 
Veterans A | 





Selective S 
| Conzress 


—_ 
| 
| FEA, State 
culture), 


(WPB, Agri- 
Congress. 


| Most 


}Department of Agricul- 
| ture 

| 

Congress; Federal Secur- 








ty Agenc 


Treasury, Congress 


To ist veterans in finding jobs, 
romote vocational guidance, 
send to school either for formal 
education or job training; assist 
in readjustment to civilian life, 
administer G.I. loans for houses, 
business, farms. 


ass 





To supply foreign cou 

goods essential to thei 
mies and to cahkabarate with 
other countries in proportioning 
world supplies of scarce goods— 
leather, tin, crude rubber, for 
example. A few controls will be 
necessary to prevent American 
importers from buying more than 
this country’s agreed-on share 
and foreign buyers from pre- 
empting short domestic supplies 
controls on exports and 
imports will be dropped simul- 
taneously with domestic controls 


ries with 
econo- 








To estimate food needs of U. S., 
Allies, and liberated areas for 
1946; to develop a crop program 
to meet U. S. and foreign re- 
quirements. 





Unemployment compensation - 
‘aise maximum payment to $ 

per week and duration to 26 
weeks; also widen coverage; sys 

















em does not cover federal work- 


agricultural workers, domes- 
tic servants, self-employed and 
others. Raise veterans unemploy- 


ers, 


ment allowances to $25 per week. | 
B urity Act to 
| 


3roaden Social Sec 
cover medical attention. 
Drop excess profits tax prompt- 
Iv: reduce income tax in lower 


| brackets. 


OPA, WLB, 


OWMR, WPB, 








NHA, other agencies 
Numerous ag 
OWMR, Feder: Works, 
National Housing, Treas- 

















ury, Post Off Interior, 
etc. 
Congres asury, Bud- 
§ u ‘Federal Re- 
Office of 
ilization. 
OW MR Ha rzaniz 
Reconversion w orkir 
Committee (which con- 
sists of 25 | \ agencies 
and depart Ss) 





| but not enough to 
tion. 


industry started quickly, 
but avoid scramble which would 
t'e up contractors, boost prices. 
Need is to get manufacturers of 
plumbing & heating equipment, 
hardware, building 
producing so as to fill shelves of 
building supply dealers through- 
out the country. Also lumber 
production must be _ boosted 
Plans must be drawn, 
laid out. OPA-WLB price-wage- 
rent controls have bearing on 
ability of industry to get s ed 


To get 








To develop a co-ordinated shelf 
of public works, to take up slack 
in construction industry when- 
"ver gaps appear. 





and cor- 
eflation 
infla- 


Reducmg taxes, federal 
porate, enough to check d 
cause 


To facilitate quick reconversion. 
Will examine plans of war agen- 
cies to see that they are in har- 





mony—particularly to see that 
dropping of controls by one 
agency doesn’t pull out props 


from another. 


materials | 
| be 
Public 


projects | 


| a hig 


Permanent hospitalization will 
be required for severely wounded 
and psychiatric cases. Congress 
must clarify reemploymtnt rights 
of veterans. Life of 


Service depends on Congressional 
iction 
tion. 


on peace-time conscrip- 


of 





expansion 
develop good will. Con- 
rressional approval of Bretton 
Woods agreement. Trade Agree- 
ments Act, Export-Import 
extension and 
Charter, big steps forward 
repeal Johnson Act 
foreign loans. 


Must 


Agriculture, however, must ad- 
just to world supply-demand po- 
sition. Farmers are now helped 
by support prices which will con- 


tinue for at least two years; 
eventually, however, shifts out 
of surplus crops, like cotton, 
will be necessary if agriculture 





is to be self-supporting. 


Re-ex amination required of whole 
Social Security program, inclad- 
ing old-age pensions, coverage 
and methods of financing. 





Revise tax structure so as to 


stimulate private investment. 


ed as ‘‘white 
Contractor 
been scat- 
gone to 
metal- 
must 


is regar 
recovery 
have 
have 
to 
and 


Industry 
hope”’ of 





organizations 
tered 


carpenters 
irds, plumbers 
ing plants, etc. 
rebuilt. 

works projects must be 
synchronized with private opera- 
tions (see below). 





In early months of reconversion, 
private demand for workers and 
materials will probably exhaust 
supply. Thus public works must 
be timed so as to start when they 


will do most good in providing 
employment. Necessary as long- 
er term gap-filler. 


Long-term policy of Administra- 
tion is to get passage of full-em- 
ployment bill which would estab- 
lish machinery in Congress to 
coordinate all factors in govern- 





ment affecting fiscal policy, in- 
cluding taxation, expenditures, 
public works, Treasury bond 
sales. 


Lon: zer-run objective is to obtain 
sh-production, high-employ- 
ment economy without inflation. 

OWMR is most likely to survive 
as oldest war agency; may be- 
come President’s economic plan- 


| ning agency in combination with 
| Budget Bureau. 
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